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Docket No. 2257 


VICTORIA L. COTTON, 
Petitioner, 


VS. 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


DOCKET ENTRIES 


Transferred to Judge Harlan 3/4/46. 
1943 


Jun. 26—Petition received and filed. Taxpayer 
notified. Fee paid. 


Jun. 26—Copy of petition served on General 
Counsel. 


Jul. 29—Answer filed by General Counsel. 


Jul. 29—Request for hearing in Los Angeles, Cali- 
fornia, filed by General Counsel. 


Jul. 31—Notice issued placing proceeding on Los 
Angeles, Calif., calendar. Service of 
answer and request made. 


1944 


Oct. 14—Hearing set Nov. 27, 1944, Los Angeles, 
Calif. 


Nov. 30—Hearing had before Judge Arnold. Motion 
of respondent for continuance granted. 


1945 
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Continued to next Los Angeles calendar. 
Motion for continuance and subpoena 


filed at hearing. 


Aug. 14—Hearing set October 1, 1945, Los Angeles, 


California. 


Oct. 8-18-16 and 19—Hearing had before Judge 
Mellott on merits. Stipulation of facts 
and Stipulation to consolidate cases for 
hearing filed. Amendments to answer in 
both dockets lodged. Petitioner’s brief 
due 75 days. Respondent’s brief due 60 


days. Reply due 30 days. 


. 18—Transcript of hearing 10/8/45 filed. 

. 183—Transcript of hearing 10/9/45 filed. 

. 13—Transcript of hearing 10/10/45 filed. 
. 18—Transeript of hearing 10/11/45 filed. 
. 18—Transcript of hearing 10/12/45 filed. 
. 13—Transcript of hearing 10/13/45 filed. 
. 13—Transcript of hearing 10/16/45 filed. 
. 18—Transcript of hearing 10/19/45 filed. 


Arnold as counsel filed. 


. 10—Notice of the appearance of Hugh G. 


. 24—Motion for extension to Jan. 17, 1946, to 


file brief filed by taxpayer. 1/2/46 


granted. 
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1946 

Jan. 17—Brief filed by taxpaver. 1/17/46 copy 
served. 

Mar. 12—Notion for extension to April 12, 1946, to 
file brief filed by General Counsel. 3/13/46 
granted. 

Apr. 2—Reply brief filed by General Counsel. 
Served 4/3/46. 

May 9—Motion for leave to file the attached reply 
brief filed by taxpayer. 5/27/46 granted. 

May 27—Reply brief filed by taxpayer. 5/29/46 
served. [1*] 

Jul. 22—Memorandum Findings of Fact and 
Opinion rendered, Judge Harlan. Deci- 
sion will be entered under Rule 50. Copy 
served 7/23/46. 

Aug. 19—Motion for review of report by the Full 
Court and Memo in support thereof filed 
by taxpayer. 

Aug. 19—Motion for reconsideration filed by tax- 
payer. 8/20/46 denied. 

Aug. 19—Motion for rehearing filed by taxpayer. 
8/20/46 denied. 

Aug. 19—Motion for leave to file brief as amici 
curiae, brief lodged, filed by Arthur H. 
Deibert, et al. 8/20/46 granted. 

Aug. 21—Order, that the taxpayer’s motion filed 
8/19/46 asking for review by the Full 
Court is denied, entered. 


* Page numbering appearing at top of page of original certified 
Transcript of Record. 
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1946 
Oct. 18—Respondent’s computation for entry of 
decision filed. 


Oct. 21—Hearing set 12/4/46 on respondent’s mo- 
tion under Rule 50. 


Oct. 31—Consent to settlement filed. 
Nov. 12—Decision entered, Judge Arnold, Div. 12. 


Nov. 18—Petition for review by U.S. Circuit Court 
of Appeals for the Ninth Cireuit with 
assignments of error filed by taxpayer. 


Nov. 18—Proof of Service filed. 

Dec. 5—Designation of contents of record with 
proof of service thereon filed by tax- 
payer. 

Dec. 5—Motion for order directing transmission 
of exhibits in original form filed. 

Dec. 9—Order, re transmission of documents in 
original form in lieu of reproduction of 


copies in the certified record on review, 
entered. [2] 
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The Tax Court of The United States 
Docket No. 2257 


VICTORIA L. COTTON, 
Petitioner, 
VS. 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


ETON 


The above-named petitioner hereby petitions for 
a redetermination of the deficiency determined by 
the respondent in his deficiency letter dated May 
5, 1943, bearing symbols LA:GT:90D:NAB, and as 
a basis for this proceeding alleges as follows: 


ae 


Petitioner is and at all times has been a resident 
of the City of San Clemente, State of California, 
and as such filed her gift tax returns with the Col- 
lector of Internal Revenue for the Sixth District 
of California. 

Je 


The notice of deficiency, copy of which is attached 
hereto and marked ‘‘Exihibit A’’ and made a part 
hereof, was mailed to petitioner on May 5, 1948. 


JOO 


The taxes in controversy are gift taxes for the 
calendar year 1941 in the amount of $7845.75. 
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IY, 

The determination of the taxes set forth in said 
notice of deficiency is based upon the following 
errors: 

(a) Respondent erred in determining a de- 
ficiency in the sum [3] of $7845.75. 


(b) Respondent erred in increasing the total 
net gifts made by petitioner during the year 1941 
by the sum of $70,000.00. 


(¢) The respondent erred in determining that 
the stock of the Carson Estate Company, which was 
the subject of the gift, had a value of $600.00 per 
share and in failing to determine that the fair 
market value of said stock did not exceed $175.00 
wer share. 


Ne 


The facts upon which petitioner relies as a basis 
for this proceeding are as follows: 


(1) Petitioner is and at all times has been a 
resident of the City of San Clemente, State of 
California, and as such filed her gift tax returns 
with the Collector of Internal Revenue for the 
Sixth District of California. © 


(2)(a) On June 5, 1941, petitioner transferred 
and conveyed by gift the following property to the 


following named individuals: 
Property Donee 
100 Shares Carson Estate Company 
SIOOE in Bee eee Luey Cotton 


100 Shares Carson Estate Company 
SOG ee Victoria Cotton Ogden 
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(b) On May 31, 1941, petitioner transferred and 
conveyed by gift the following property to the 
following named individuals: 


Property Donee 
Credit on notes receivable due donor— 
S10 50000" ek. 2... Luey Cotton 


Credit on notes receivable due donor— 
SOS (010010 Mamas Apien oa t= OU Seen Victoria Cotton Ogden 


(ce) Petitioner had prior to the year 1941 used 
$20,000.00 of the specific exemption allowed by the 
statute then in force. [4] 


(3) In petitioner’s gift tax return for the year 
1941 she reported as the fair market value of the 
200 shares of stock of the Carson Estate Company, 
the subject of the gift, the sum of $50,000.00, or a 
value of $250.00 per share. The respondent errone- 
ously and illegally increased this value to $600.00 
per share, or a total value of $120,000.00, which, 
after allowing exclusions and exemptions as set 


forth in the deficiency letter, determined as the 
value of the net gift the sum of $113,000.00. Peti- 
tioner alleges that the fair market value of the said 
200 shares of stock of Carson Estate Company on 
the date of gift, to-wit, June 5, 1941, did not exceed 
the sum of $175.00 per share, or a total value of 
$35,000.00. Petitioner therefore alleges that she 
overpaid her gift taxes as shown in her return for 
the year 1941. 


Wherefore, petitioner prays that The Tax Court 
of the United States hear and determine this appeal 
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and render its decision in accordance with the fore- 
going, allowing the refund herein demanded. 


Dated June 21, 1948. 


/s/ A. CALDER MACKAY, 

/s/ ARTHUR McGREGOR, 

/s/ HOWARD W. REYNOLDS, 
Attorneys for Petitioner. [5] 


State of California, 
County of Los Angeles—ss. 


Victoria L. Cotton, being first duly sworn, de- 
poses and says that she is the petitioner above- 
named; that she has read the foregoing petition and 
knows the contents thereof and that the same is true 
of her own knowledge, except the matters which are 
therein stated to be upon information and_ belief 
and that as to those matters she believes it to be 
true. 


VICTORIA L. COTTON. 


Subseribed and sworn to before me this 21st day 
of June, 1943. 


[Seal] MINNA A. NEWMAN, 


Notary Puble in and for said 
County and State [6] 
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Treasury Department 
Internal Revenue Service 


417 South Hill Street 
Los Angeles, California 


LA:GT :90D :NAB May 5, 1943 


Mrs. Victoria L. Cotton, 
621 South Spring Street, Room 400, 
Los Angeles, California. 


Madam: 


You are advised that the determination of your 
gift tax Hability for the taxable year ended Decem- 
ber 31, 1941, discloses a deficiency of $7,845.75 as 
shown in the statement attached. 


In accordance with the provisions of existing 1n- 
ternal revenue laws, notice is hereby given of the 
deficiency or deficiencies mentioned. 


Within 90 days (not counting Sunday or a legal 
holiday in the District of Columbia as the 90th day) 
from the date of the mailing of this letter, you may 
file a petition with The Tax Conrt of the United 
States, at its principal address, Washington, D.C., 
for a redetermination of the deficiency or defii- 
clenies. 


Should you not desire to file a petition, you are 
requested to execute the enclosed form and forward 
it to the International Revenue Agent in Charge, 
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Los Angeles, California, for the attention of LA: 
Conf :90D. The signing and filing of this form will 
expedite the closing of vour return by permitting 
an early assessment of the deficiency or deficiencies, 
and will prevent the accumulation of interest, since 
the interest period terminates 30 days after filing 
the form, or on the date assessment is made, which- 
ever is earlier. 
Respectfully, 
GUY WT) ELV ERING, 
Commissioner, 


By /s/ GEORGE D. MARTIN, 
Internal Revenue Agent in 


Charge. 

Encloseures: 

Statement. 

Form of waiver. 
NAB :ft [7] 

Statement 

Gift tax year Liability Assessed Deficiency 

1G 2a $9,743.25 $1,897.50 $7,845.75 


In making this determination of your Federal 
gift tax liability, careful consideration has been 
given to the report of examination dated January 
6, 1943. 


A copy of this letter and statement has been 
mailed to your representative, Mr. A. Calder 
Mackay, 523 West Sixth Street, Los Angeles, Cali- 
fornia, in accordance with the authority contained 
in the power of attorney executed by you. [8] 
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Adjustments to Net Gifts 
Sehedule A of return 


Returned 

MOgalewits: 22..sc-2.2e- ee $71,000.00 
ivess-e Lotal “excliisioicae ee 8,000.00 
Total ineluded amount of gifts.......... $63,000.00 
See MIC CNET UO ge oe eeereere ee 20,000.00 
Net coitts) eo Base, $43,000.00 


Explanation of Adjustments 
Schedule A of return 
ein peers. oye ees 2 00:00 
Oley ig So eee ae Ry Ls le 25,000.00 


The determined value at $600.00 per 


Determined 


$141,000.00 
8,000.00 


$133,000.00 
20,000.00 


$113,000.00 


$ 60,000.00 
60,000.00 


share for 


stock of the Carson Estate Company, being the 
above Items 3 and 4, is predicated upon all rele- 
vant factors, such as earnings, dividends, fair mar- 


ket value of the corporate assets, its future pros- 


pects, ete. [9] 


Computation of Gift Tax 


Returned Determined 
Net gifts for 
SS eae ae eee $43,000.00 $113,000.00 
Total net gifts 
for preeeding 
CO oe 0.00 0.00 
Total net 
sifts .... $48,000.00 $113,000.00 
Tax on total 
Neb sPIEtS A...-.2:- Sele $ 8,857.50 
Defense Tax........ Vi 250 885.75 
Total tax payable for 1941... $1,897.50 $9,743.25 
Total tax assessed : 
Neb, east, Pace 2 ine 72 1,897.50 
TQ GHC UTI CY yoo oases 5c $7,845.75 


Reecived and filed June 26, 1948. [10] 
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[Title of Tax Court and Cause. ] 


ANSWER 


The Commissioner of Internal Revenue, by his 
attorney, J. P. Wenchel, Chief Counsel, Bureau of 
Internal Revenue, for answer to the petition of the 
above-named taxpayer, admits and denies as 


follows: 


fT and II. Admits the allegations contained in 


paragraphs [ and IT of the petition. 


Tif. Admits that the taxes in controversy are 
gift taxes for the calendar year 1941; denies the re- 
mainer of the allegations contained in paragraph 
IIl of the petition. 


TV. Denies the allegations of error contained in 


paragraph IV of the petition. 


Sreeoeand (2) (a), (b>) and (c). Admits the 
allegations contained in subparagraphs (1) and (2) 
(a), (b) and (¢) of paragraph V of the petition. 

(3) Admits that in petitioner’s gift tax return 
for the vear 1941 she reported as the fair market 
value of the 200 shares of stock of the Carson 
Estate Company, the subject of the gift, the sum of 
$50,000.00, or a value of $250.00 per share; denies 
the remainder of the allegation contained in sub- 
paragraph (3) of paragraph V of the petition. 


VI. Denies each and every allegation contained 
in the petition not hereinbefore specifically ad- 
mitted or denied. 
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Wherefore, it is prayed that the determination of 
the Commissioner be approved. 
/8/ J. P) WENCHELL, Bike 
Chief Counsel, Bureau of In- 
ternal Revenue. 


Of counsel: 
B. H. NEBLETT, 
Acting Division Counsel, Bu- 
reau of Internal Revenue. 


BHN/mm 7/23/48 
Received and filed July 29, 1948. [12] 


The Tax Court of The United States 
Docket Nos. 2257, 7583 


VICTORIA L. COTTON, 


Petitioner, 
Vs. 
COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 
VIRGINIA CALDWELL, 
Petitioner, 
VS. 
COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


A. Calder Mackay, Esq., Arthur McGregor, Esq., 
Howard W. Reynolds, Esq., Adam Y. Bennion, Esq., 
and Hugh G. Arnold, C.P.A., for the petitioners. 

H. A. Melville, Esq., for the respondent. 
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MEMORANDUM FINDINGS OF FACT 
AND OPINION 
Harlan, Judge: This is a proceeding to redeter- 
mine gift tax deficiencies found against petitioners 
for the calendar year 1941 as follows: 


Docket No. 
Poon Victoria Ii. Cotton ...... $ 7,845.75 
(joo virenma Caldwell ....... 18,645.51 


Petitioner, Victoria L. Cotton, claims that she 
overpaid her gift tax for 1941 on the ground that 
she had paid a gift tax on 200 shares of stock of 
the Carson Estate Company at a valuation of $250 
per share, whereas the true value of said stock was 
but $175 per share. 


During the hearing counsel for respondent, by 
permission of the Court, filed an amended answer 
in Docket No. 7583, Virginia Caldwell, asking for 
a determination of an increased deficiency based 
upon the claim that the fair market value of the 
stock of the Dominguez Estate Company, formerly 
determined by the Commissioner to be $950 per 
share, should be determined by the Court to be 
$1,000 and that the stock in the Francis Land Com- 
pany, formerly determined by the Commissioner to 
be of the value of $1,045 per share, should be deter- 
mined by the Court to be $1,100 per share. 


The questions to be resolved herein are as follows: 


(1) What was the fair market value of 200 
shares of stock of Carson Estate Company on 
June 5, 1941? 
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(2) What was the fair market value of 100 
shares of the Dominguez Estate Company on 
August 11, 1941? 


(3) What was the fair market value of 105 
shares of stock of the Francis Land Company 
on August 11, 1941? 


At the hearing the parties stipulated as follows: 

That Docket Nos. 2257 and 7583 should be 

consolidated for hearing, consideration and 
opinion; 


That the oral and documentary evidence and 
stipulation in Docket No. 2257 should be 
deemed to have been received also in Docket 
Now 7383: 

‘That for the purposes of this proceeding any 
reference to the date of June 5, 1941, and any 
valuation as of that date shall be applicable to 
the date of August 11, 1941; and 


That the market value of any assets stipu- 
lated or determined by the Court as of June 5, 
1941, shall be deemed to be the fair market 
value as of August 11, 1941; and [14] 


That the condensed balance sheets of the 
three companies and the stockholdings of the 
three companies introduced in evidence, bear- 
ing date of May 31, 1941, shall be considered 
as of June 5, 1941, prior to the gifts of stock 
made by the petitioners herein in 1941. 


For the purpose of brevity, Dominguez Estate 
company will be designated as Dominguez, the 
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Francis Land Company will be designated as Fran- 
cis and Carson Estate Company will be designated 
as Carson. 


Pi DENGS OF FACT 


Dominguez, Francis and Carson were three closely 
owned holding companies. Dominguez had _ out- 
standing 10,499 shares of stock. 5,499 shares of 
this stock was held by Francis and this latter com- 
pany had 5,000 shares of stock outstanding. Car- 
son owned 1,785 shares of Francis and 1.353 of 
Dominguez and had outstanding 7,412 shares of 
stock. Each of these corporations had but one class 
of stock outstanding and substantially all of the 
shares not owned by the respective corporations, 
were owned by relatives of petitioners. 

The condensed balance sheet of Dominguez on 
June 5, 1941, eliminating capital stock Nabilities 
and surplus, is as follows: 


Assets SUID Fair 

Book Value Market Value 

Currenw Assets ...................... § C69,SS9.S2 $ 869,889.84 
Stocks and Bonds.................. 2,059 ,292.29 1,141,269.74 
Ranch Real Estate............... 3,/41,170.35 1,629,950.00 
Oiher Real Estate ................ 3,133,410.63 1,631 ,266.69 
OE OMETTIGS ....---ec.senecscsae 4,500,000.00* 
Other Assets .............. $9,803,763.11 $9,112,510,27 

Liabilities 

Current Liabilities .............. $ 239,416.50 $ 292,677.09 


*Valuation determined by the Court after hearing in this 
case. 


The condensed balance sheet of Francis on June 


18 Victoria L. Cotton vs. 


5, 1941, eliminating capital stock liabilities and 
surplus, is as follows: 


Stipulated Fair 
Assets Book Value Market Value 
Current Assets es -see ee $ 10,919.59 $ 10,919.59 
Stocks and Bondse.. =. 21,630.00 21,630.00 
Other RemeHstate.. =... 50,672.31 50,672.31 
Investment in Dominguez Estate 
Co. 5499 shs. at $1,019 per 
SHUG to ceca ere eee 5,603,865.93 4,949,100.00* 
Motal Assets. ee. $5,687,087.83 $5,032,321.90 
Liabilities 
Current Uishivlitiesmeeess 2 $ 65,241.02 $ 85,331.34 


*Determined by the Court after hearing at $900 per share. 
The condensed balance sheet of Carson on June 


5, 1941, eliminating capital stock habilities and 
surplus, is as follows: 


Assets Book Value Market 7a 
Current Assets 22972... $ 201,936.05 $ 201,936.05 
Stocks and Bonds ................ 12,688.51 None 
Raneh Real Estate .............. 885,637.50 446,418.04 
Other Real Estate ................ 528,322.04 147,200.00 
Omir @perties 2.22) ee 285,000.00* 
Investments : 

Dominguez—1353 sh. at 
lem hea eee mee OIG au 1,217,700.00** 
Franeis—1785 sh. at 
soled Sy Gauri co So! 2,029,045.20 1,767,150/00" 
TotalgAsscets 2 $4,634,748.61 $4,065,404.09 

Liabilities 

Current Liabilities 2202 $ 26.00 $ 34,157.48 


*This amount was stipulated at the hearing. 
**These amounts were determined by the Court after hearing 
at $900 per share for Dominguez and $990 per share for Francis. 
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The earned surplus for these three companies for 
mene means 1927 toMay 31, 1941,* is as follows: 


Year Dominguez Francis Carson 

2) £913.89 $ 13,732.96 
2 (50,714.37) = $77,427.77 18,750.81 
LN) ene None 36,377.95 67,236.79 
0 2 275,266.69 29,244.78 12,689.15 
I 87,036.21 43,329.36 20,429.03 
SE ee 2 oo 2s 52,870.12 11,250.34 48,482.01 
LUGS ae 368,819.35 6,905.33 33,081.71 
Sei) 22 one (79,810195 ) 11,685.33 71,180.16 
iS) | ones 226,215.97 8,584.14 108,012.81 
iit) ae 587,204.59 8,538.04 133,927.02 
OSM) Seer $32,257.15 6,491.88 151,774.45 
ISS) eee Ge O87 4,658.83 179,554.78 
1032) ee 1,049,771.14 4,212.39 206,025.81 
3/0) 790,124.61 2,003.53 231,369.88 
1941 (to May 31).. 749 224.21 15,119.88 253,315.11 


*Due to the fact that these companies kept their 
books on a cash basis, the amount for 1941 is a 
rough estimate but is not sufficiently incorrect to 
affect the finding in this case. 

Petitioner, Victoria L. Cotton, is a resident of 
San Clemente, California, and filed her gift tax 
return for 1941 with the collector of internal reve- 
nue for the sixth district of California. 


On June 5, 1941, she gave her two daughters, 
Lucy Cotton and Victoria Cotton Ogden, 100 shares 
each of Carson stock. She valued these shares at 
$250 per share and paid the tax thereon. The Com- 
missioner determined their value to be #600 per 
share. 


Petitioner Virginia Caldwell is a resident of Los 
Angeles, California, and filed her gift tax return 
for 1941 with the collector of internal revenue for 
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the sixth district of California. On August 11, 
1941, she gave to James Caldwell Cooper 25 shares 
of stock of Dominguez and to Grace Caldwell 
Cooper 75 shares of stock of Dominguez and 105 
shares of Francis. [17] These gifts were reported 
and gift tax paid on a value of $340 per share for 
the Dominguez stock and $374 per share for the 
Francis stock. 


The shares of these companies are not listed and 
are not traded or dealt in on any market. 


The oil properties listed in Dominguez balance 
sheet consisted of royalties payable in kind or at 
current posted prices at the election of Dominguez, 
This is not an operating company. It has fre- 
quently elected to take its royalties in kind from the 
most valuable well and this oil has been sold at a 
substantial advance above posted prices. It is esti- 
mated that in these oil wells Dominguez will re- 
ceive before the exhaustion of the wells 7,992,871 
barrels of oil which, at the estimated posted prices, 
will produce a royalty income of $9,029,979. 


At the time of the gifts involved herein and for 
some years prior thereto there had been consider- 
able curtailment of production in the California oil 
fields. Practically all of the so-called ranch real 
estate owned by Dominguez was not income produc- 
ing but was being held for the purpose of possible 
development of oil properties. 


For the five years prior to 1941 and the first five 
months of 1941 the dividends per share of Domin- 
guez were as follows: 
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SGT seed Re Se 66.00 
NOS) ciel 2 IDES oh ae 74.00 
SUSE ee Bos 2 42.00 
ENF ae oer etree Ogee dos cane nn -nneSeee eee 72.00 
eee Meal or S52) 212 .cleccew, 34.00 


For the five years preceding 1941 and the first 
five months of 1941 the dividends paid per share 
by Francis were as follows: [18] 


JLON0 Ege lene aes 5 eee $66.50 
Ee eee cee gees sree 71.50 
UGE Sie? 95 Soa eee eee 78.50 
DS) aa nee 77.79 
ALE EO eres ee ree ne IG Oe tN de 16.25 
TSE (Ghy/2510 1103 e tot! 510) ) aaron eee ee ere 30.20 


The total dividends paid by Carson for the five 
years preceding 1941 and 5/12ths of 1941 were as 
follows: 


UGG a eee $230,428.00 
HO ks 248,302.00 
AC 216,869.21 
VOCS) Sick eee 237,184.00 
C0 Se ee 937,184.00 
1941 (5/12th of $252,008).......... 105,003.30 


From June 1986 to April 1941 the stockholders of 
Dominguez made repeated transfers of the stock 
in said company at a valuation of $1,000 per share. 
In 1940 two shares were transferred from one 
brother to another at a valuation of $700 per share. 
In 1939 Victoria L. Cotton transferred to her two 
daughters 99 shares at $1,000 per share. In the 
official report of Dominguez to its stockholders in 
1941 it was stated that the appraised value of the 
stock of Dominguez was $1,000 per share. 
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From October 1936 to April 1941 repeated trans- 
fers of stock in Francis occurred among the mem- 
bers at a valuation of $1,100 per share. There were 
also a few transactions at slightly less than this 
amount and on January 18, 1939, Victoria L. Cotton 
sold 35 shares of this stock to her two daughters for 
a consideration of $35,000. 

From 1935 to 1940 a few sales of the stock of 
Carson had occurred at €300 per share. 

In 1986 Dominguez set aside a fund of $500,000 
to purchase its own stock from any of its members 
who desired to sell at a price not to exceed $1,000 
per share, it bemg the declared purpose of the 
directors to prevent any of this stock being sold 
on the open market. [19] 

The fair market value of 200 shares of stock of 
Carson Estate Company on June 5, 1941, was 
¢100,000. The fair market value of 100 shares of 
Dominguez Estate Company on August 11, 1941, 
was $90,000. The fair market value of 105 shares 
of stock of Francis Land Company on August 11, 
1941, was $103,950. 

Additional stipulations in this record concerning 
the earnings and the financial operations of these 
three companies are incorporated herein by refer- 
ence. Most of these stipulations were referred to 
by the various experts who testified in the case as 
constituting factors in their conclusions. 


OPINION 


This case consumed more than one week in oral 
hearings and resulted in 765 pages of transcribed 
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testimony, with numerous exhibits made up of many 
sheets of complicated and involved figures. Peti- 
tioner has submitted two briefs containing 290 
printed pages and the respondent has answered 
with one of 177 pages, all of this being devoted to 
the analysis of the testimony of 14 experts, six 
submitted by the petitioner and eight by the re- 
spondent. The basic purpose of all of this outlay 
of effort is to establish what would have been the 
fair market value of the stock involved if on the 
basie date there had been a willing seller who would 
have consummated a sale with a willing buyer and 
neither of them being under compulsion. Needless 
to say, neither of these imaginary individuals has 
ever existed. There have been no real sales of any 
of this stock involving other than familes of the 
stockholders and it has been the declared purpose 
of the managers of the basic company, Dominguez, 
that none of this stock should be sold on the cpen 
market. [20] 

In this case, if it were not for the fact that the 
Commissioner has abandoned his original determi- 
nation of value of the Dominguez stock and asked 
for an increased valuation, by which act he has 
cast some doubt upon the presumption of correct- 
ness of his determination; and also if it were not 
for the fact that the expert testimony produced by 
the Commissioner at the hearing failed in some re- 
spects to support the Commissioner’s finding, we 
would be very much inclined in a case involving so 
many speculative and argumentative factors to 
accept the Commissioner’s finding as our own and 
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relv on the presumption that it is correct. 

The speculative factors to which we refer involve 
the effect of the prospect of increased taxation on 
the price of stock; the effeet of falling interest 
rates generally; of the World War which some 
people contemplated as being inevitable in the 
spring of 1941; of the possibility of future price 
controls on the one hand and almost unlimited 
Government purchases on the other; of stock mar- 
ket fluctuations in 1941 (concerning the nature of 
which there is considerable dispute) ; of the proba- 
bility of the lifting of control on production of oil 
wells generally; of the weight to be given in con- 
sidering the price of this stock to the possession by 
the corporations involved of ranch land producing 
no present income but being held for oil well de- 
velopment; and of the relative merits of various 
methods of appraising oil well property. These 
were among the most frequently mentioned factors 
which the experts testified that they took ito con- 
sideration in evaluating this stock along with the 
tangible assets, the past earning records and future 
earning prospects of these different companies. 

One of petitioners’ experts in speaking of these 
various factors and methods of appraisement said: 


I used the method of making all these ap- 
praisals, wrapping them up and looking them 
over and weighing them and arriving at my 
estimate. Market value must be an estimate. 
It can’t be a precise meticulous mathematically 
derived figure. It has to be an estimate. It 
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is based on the conception of a_ transaction 
which did not take place between two persons 
who do not exist. 


Counsel for petitioners ‘in their brief say of the 
involved character of a determination of value 
under conditions such as exist in the present case: 


** * This is a type of judgment which a lawyer 
or a judge cannot be expected to have with re- 
spect to all types of property anv more, for 
example, than a man skilled in real estate in 
one part of the county would be able to express 
a competent opinion as to the value of land in 
another section of the country where local con- 
ditions are unknown to him. 


It is in this last respect that the opinions of 
expert witnesses become material, for through 
them the court is able to bring sound judgment 
to bear upon specific facts. 


With this in mind we have analyzed the evidence 
as to the value of this stock under the following 
heads: Petitioners’ witnesses, respondent’s wit- 
nesses, interfamily sales, and appraised value by 
companies and officers. 
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Interfamily Sales 


[DROS TREATIOYE <a Cea ees a ene er $700 to $1,000 
Te PBT ERET Sic Rt ien $1,000 to $1,100 
(SMES ic Se ghee ae $300.00 


Intereompany Ratings 
Dominguez—Board of Directors $1,000.00 
Francis—Book Value ................... 1,019.00 
Carson—Book Value ..........--.-.------ 422,00 $1,137.00 


After reviewing this record, examining exhibits, 
studying the briefs, the asset value of the stock of 
the respective corporations, their past earnings, the 
prospects of future earnings, and all speculative 
and other factors affecting the price of these stocks 
on the dates of the gifts, it is our conclusion that 
their fair market value on these dates was as 


follows: 
Dominguez Estate Company Stock.............. $900 per share 
Francis Land Company Stock...................- 590 
Carson Estate Company Stock.................. 500 ‘f “¢ 


Judgment will be entered under Rule 50. 
Entered July 22, 1946. 
[Seal] [23] 
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The Tax Court of The United States 


Docket No. 2257 


VICTORIA L. COTTON, 
Petitioner, 
vs: 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


Docket No. 7583 


VIRGINIA CALDWELL, 
Petitioner, 
VS. 


COMMISSIONER OF INTERNAL REVENUE, 
Respondent. 


MOTION FOR REHEARING 


Come now the petitioners above-named, by and 
through their counsel, and move that the report 
entered herein on July 22, 1946, be set aside and 
vacated and that the proceedings be placed upon 
the calendar for rehearing at Los Angeles, Cali- 
fornia. 


The grounds and reasons in support of this 
motion are as follows: 


(1) Petitioners have not been accorded a fair 
hearing in that 
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(a) ‘The Judge who heard the evidence (Judge 
Mellott) took no part in deaiding the ease. 

(b) The credibility of fourteen expert witnesses 
(six called by petitioners and eight by the respond- 
ent) depended upon their respective appearances 
and personal demeanors upon the witness stand and 
could not be properly appraised by simply reading 
the record. [24] 

(c) Findings of fact were made and considera- 
tion in the opinion was given to evidence which was 
stated to be hearsay and mere speculation by the 
Judge who heard the evidence. (T. 499.) 


(d) The report, on page 8, apparently aban- 
dons the definition of fair market value that was 
expressed by the Judge who heard the evidence 
and upon which petitioners were led to believe the 
case would be decided. (T. 603.) 


(e) Findings of fact were made and considera- 
tion in the opinion was given to certam alleged intra- 
family sales of stock and the values at which gifts 
of stock were reported for gift tax purposes, as far 
as five years removed from the basic date. It was 
respondent’s burden to prove that said transactions 
were representative sales, which he made no effort 
to sustain. The evidence was taken subject to peti- 
tioners’ objection that it was irrelevant and in- 
competent as not reflecting arms-length trans- 
actions and as being too remote in point of time. 
If credence is to be given to this evidence the full 
facts surrounding the transactions should be pre- 
sented and it is respondent’s burden to do so. 
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Wherefore it is respectfully prayed that this 
motion be granted. 
/8/ A. CALDER MACKAY, 
/s/ ARTHUR McGREGOR, 
/s/ HOWARD W. REYNOLDS, 
/s/ ADAM Y. BENNION, 


Counsel for Petitioners. 


/s/ HUGH G. ARNOLD, 
Of Counsel. 


Filed Aug. 19, 1946. 
Denied Aug. 20, 1946. 


/s/ BYRON H. HARLAN, 
Judge. [25] 


[Title of Tax Court and Causes. ] 


MOTION FOR RECONSIDERATION 


Come now the petitioners above named, by and 
through their attorneys, and move, in the event the 
motion for rehearing filed concurrently herewith 
should be denied, that the report entered herein on 
July 22, 1946, be set aside and vacated and the pro- 
ceedings be reconsidered upon the grounds and for 
the reasons set forth hereinbelow. 
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As grounds for this motion petitioners allege as 
follows: 
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The Court erred as a matter of law in finding and 
deciding that Dominguez Estate Company was a 
holding company. 


dale 


The Court erred as a matter of law in finding and 
deciding that Dominguez Estate Company was ‘‘not 
an operating company.”’ [26] 

The record is replete with evidence showing that 
the Dominguez Estate Company was not a holding 
company but was in fact an operating company. 
The stipulation and exhibits show that this com- 
pany was purchasing, selling, developing and oper- 
ating its real properties. Its rentals from buildings 
owned and operated amounted to in excess of $180,- 
000.00 for each of the four years immediately pre- 
ceding the vear 1941, while its expenses of operating 
such buildings for the same period were in excess 
of $125,000.00 per year; and for the five months’ 
operations in 1941 its rental income amounted to 
$80,429.72 and its expenses amounted to $37,836.70. 
Its income from building operations for the period 
from 1927 to June 5, 1941, amounted to $1,071,- 
896.72 and its rental expenses amounted to $700,- 
927.02. General and administrative expenses, in 
addition to those stated above, exceeded $100,000.00 
in each of the four years preceding 1941. Its ranch 
imcome from 1927 through June 5, 1941, amounted 
to in excess of $400,000.00; its activities in the pur- 
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chasing and selling of securities and in taking oil 
in kind and handling and disposing of it also nega- 
tive the idea that it was not an operating company. 
(Stip. and Ex, 4-D.) 


Jey 


The Court erred as a matter of law in finding and 
deciding that the fair market value of the oil prop- 
erties of Dominguez Estate Company was $4,500,- 
000.00 for the following reasons: 


(A) ‘There is no competent evidence to support 
this value. 


(1) All the witnesses except Mr. Grimes and 
Mr. Phillips testified to a value lower than $4,500,- 
000.00. 


(a) Mr. Grimes admittedly was not qualified as 
a petroleum engineer. (‘T’. 633.) 


(b) Mr. Grimes has ‘‘had very slight experience 
with oil [27] properties.’’ (‘T. 633.) 


(c) Myr. Grimes testimony with respect to the 
oil properties is based solely on a comparison of 
stock market ratios for 1940 and he admittedly had 
no ‘‘familtarity’’ with stock market conditions at 
the basic date, to-wit, June 5, 1941. (T. 639.) 


(d) Mr. Grimes’ opinion took into account the 
earnings from oil only in 1940 and ignored the esti- 
mated future income as stipulated by the parties. 
(CAE, (DIE, 


(e) Mr. Phillips was not familiar with the evi- 
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dence, having based his opinion only on Exhibit 
11-K-2. (T. 548-9.) 


(f) Mr. Phillips admittedly was not an oil engi- 
neer and claimed no experience in valuing oil prop- 
pecs ( L572.) 


(g) Mx. Phillips’ testimony as to the value was 
based upon a misconception of a ‘‘formula’’ he 
stated he had seen used by engineer Paine. (T. 545.) 


(B) The Court erred in assuming that Mr. 
Eitner testified that the fair market value of the 
oil properties of Dominguez Hstate Company was 
$4,988,600.00. 


(1) My. Hitner admittedly had ‘‘no experience”’ 
in connection with valuing of oi] properties. (T. 
333.) The value of the oil properties of Dominguez 
Estate Company of $4,988,600.00 ascribed in the 
opinion to Mr. Eitner was not fair market value 
but merely ‘‘present worth,’’ which was used only 
to make a comparison of reflected stock values in 
a transaction handled by My. Eitner’s firm in 1938. 
This transaction involved the Dominguez Oil Fields 
Company. Mr. Paine had made a ‘‘present worth’’ 
determination of $66.00 per share for the stock of 
this company. Mr. Hitner’s firm, Blythe & Com- 
pany, had purchased the stock of Dominguez Oil 
Fields Company for $32.50 per share, [28] or 50% 
of the ‘‘present worth.”’ (T. 341.) 


(C) 'The Court in determining the value of the 
oil royalties of Dominguez Estate Company erred 
in failing to give proper consideration to the income 
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tax burden on the estimated future income of the oil 
properties. The Tax Court and its predecessor, the 
Board of Tax Appeals, as wel] as the Courts, have 
universally reeognized that in valuing oil proper- 
ties, and particularly in valuing the estimated fu- 
ture probable income therefrom, consideration must 
be given to the estimated future taxes which would 
reduce the amount of return to an investor. 


(1) Mr. Grimes, government witness, was asked 
the following question and gave the following an- 
swer: 


“Q. ** * Tf is a fact, Mr. Grimes, tiagenne 
higher the taxes, particularly the higher the 
taxes on future income, the less the value would 
be, isn’t that a fact? 


A. Why, yes. I think that is self-evident.’’ 


(2) Mr. Grimes was also shown a copy of his 
book on valuation and was asked the following ques- 
tions and gave the following answers: 


‘*@. On page 99 I want to eall your atten- 
tion to just one item here: ‘The imposition of 
an income tax serves not only to reduce the 
amount of future income which the investor 
retains from the yield of the income producing 
property, but also to reduce the net earnings 
of sinking funds set aside to cover the return 
of the initia] investments.’ You are still of that 
same opinion, aren’t you? 


ie | NESS: 
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Q. And I will read you also another one 
here, where you said that: ‘But when depre- 
ciation or other deductions in the nature of a 
capital return operate to reduce the income sub- 
ject to tax, and the price which an investor is 
willing to pay for a property is considered as 
determined on the choice of a future net yield 
after the payment of the tax on income and 
proper provision for the return of capital, the 
problem is much more complex, as the value 
sought depends upon the amount of future tax.’ 
You still maintain that same view as expressed 
in that? 


ees da.” (29% 


(3) An excerpt from Moody’s of May 5, 1941, 
Volume 33, No. 18, reads as follows: 


‘Sagging prices without any heavy liquida- 
tion were seen in last week’s stock market. 
Many stocks touched new lows. No startling 
news accompanied this market reaction, which 
seems to be due partly to war conditions in- 
volving visions of higher taxes. It has been 
almost universally expected that the normal] 
taxes of corporations would be increased from 
24 per cent to 30 per cent; in fact, many cor- 
porations included the rate of 30 per cent in 
their reports for the first quarter. It was pro- 
posed that this increase could be accomplished 
by imposing a surtax of six per cent on top 
of the normal] tax of 24 per cent.’”’ (‘T. 647.) 


(4) See also G.C.M. 45 C.B. V-1, 65. 
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(D) The Court erred as a matter of Jaw in 
giving any credence to the testimony of respond- 
ent’s witness Evans m that: 


(1) My. Evans was not familiar with the terms 
of the Reyes lease, although he admitted that it 
would have a bearing on valuation. (T. 396.) 


(2) Mr. Evans did not give any consideration 
or effect to the income tax burden on the estimated 
future income of the oil properties. (T. 399-401.) 


(EZ) The Court erred as a matter of law in 
giving any credence to the testimony of respond- 
ent’s witness Webb in that: 


(1) Myr. Webb was not a qualified engineer and 
claimed no such qualification. (T. 405.) 


(2) My. Webb was not familiar with the Reyes 
lease. (T. 417.) 


(3) Myr. Webb was not familiar with the record, 
having been given for consideration only Exhibit 
11-K-2; (T. 406.) 

(4) Mr. Webb did not give consideration or 
effect to the income tax burden on the estimated 


future income of the oil properties. (‘T. 418.) 


(5) Mr. Webb admitted to Judge Mellott that 
his method of 100 times monthly pay-out “‘is a very 
erroneous way to figure values.’’ (T. 418.) [380] 


(6) Mr. Webb expressed no opinion of value in 
dollars and cents. (T. 416, 420.) 


(F) The Court erred as a matter of law in 
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giving any credence to the testimony of respond- 
ent’s witness Mr. Pemberton in that: 


(1) Mr. Pemberton was not familiar with the 
oil properties. (T. 429.) 


(2) Mr. Pemberton was not familiar with the 
evidence, having been shown only Exhibit 11-K-2. 
(T. 428.) 


(3) Mr. Pemberton did not give consideration 
or effect to the income tax burden on the estimated 
future income of the properties, (T. 482.) 


(G) The Court erred as a matter of law in 
giving any credence to the testimony of respond- 
ent’s witness Clute in that: 


(1) My. Clute was not familiar with the prop- 
erties to be valued. 


(2) My. Clute did not give consideration or 
effect to the income tax burden on the estimated 
future income of the oil properties. (T. 464.) 


(3) Mr. Clute’s valuation was merely a mathe- 
matical formulized computation. (T. 444.) 


(H) The Court erred as a matter of law in 
giving any credence to the testimony of respond- 
ent’s witness Mr. Corby in that: 


(1) Mr. Corby was not familiar with the prop- 
erties. (T. 481.) 


(2) Mr. Corby was not familiar with the evi- 
dence, having knowledge of only Exhibit 11-K-2. 
(T. 475.) 
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(3) Mr. Corby did not give consideration or 
effect to the income tax burden on the estimated 
future income of the oi] properties. [31] 


(4) Mr. Corby’s testimony with respect to the 
pay-out is contrary to the testimony of all the other 
witnesses. (‘T. 472.) 


(1) The Court erred as a matter of law im 
giving any credence to the testimony of respond- 
ent’s witness Phillips in that: 


(1) My. Phillips was not a qualified engineer 
and claimed no such qualification. In fact, he stated 
that he was ‘‘not equipped to pass upon the fair 
market value of oil properties.’’ (‘T’. 546.) 


(2) Mr. Phillips was not familiar with the 
properties of the Dominguez Estate Company. 


(3) My. Phillips was not familiar with the evi- 
dence, having been shown only Exhibit 11-K-2. (T. 
548-9. ) 

(4) Mr. Phillips did not give consideration or 
effect to the income tax burden on the estimated 
future income of the oil properties. 

(5) Mr. Phillips’ testimony was based" purely 
upon an erroneous misconception of a formula 
which did not exist. (T. 686.) 

(6) Mr. Phillips, although not qualified to de- 
termine the value of oil properties, erroneously at- 
tempted to reflect the value thereof in the stock. 
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While discounting the stipulated fair market value 
of the other assets of Dominguez Estate Company 
by 25%, he allowed no such discount to the value, 
arrived at by erroneous formula, of the oil prop- 
eres. 


(J) The Court erred as a matter of law in 
elving any credence to the testimony of respond- 
ent’s witness My. Grimes in that: 


(1) Mr. Grimes admitted that he was not an 
oil engineer and had had very shght experience with 
oil properties. (T. 633.) 


(2) Mr. Grimes, in arriving at his value, did 
not give consideration or effect to the income tax 
burden on the estimated furture income of the oil 
properties, although he admitted that the higher 
the taxes on future [82] income the less the value 
would be. (‘T. 642.) 


(3) My. Grimes, in arriving at his value of the 
royalties of Dominguez Estate Company, erro- 
neously used the earnings for 1940 of several com- 
panies. The value of oil properties in California 
ean hardly be determined by the New York stock 
market, with which Mr. Grimes was unfamiliar. 


(4) Mr. Grimes, in arriving at his value of the 
stock of Dominguez Estate Company, did not even 
élaim familiarity with the stock market conditions 
on June 5, 1941. In fact, he disclaimed familiarity. 
iL) 639.) 


"(5) Mx. Grimes failed to take into consideration 
the increase in taxes that was threatened during the 
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spring of 1941 and that was imminent on the basic 
date, to-wit, June 5, 1941. (T. 647.) 


(6) Ma. Grimes, in arriving at a fictitions re- 
flected value for the oil properties of Dominguez 
Estate Company, added such erroneous value to the 
balance sheet without making any discount whatso- 
ever, and merely divided the total value of the 
assets by the number of shares, a method of valua- 
tion which has been consistently repudiated by the 
Tax Court and its predecessor, the Board of Tax 
Appeals. (T. 674.) 


(7) Ma. Grimes erroneously failed to take into 
consideration the fact that the minority stockholder 
has no right to foree liquidation and he based his 
value of the stock upon the liquidating value. He 
admitted that his opinion as to the fair market 
value wonld not be the same to an outsider ‘‘who 
was in ho manner connected with the family.’’ He 
stated that under such circumstances he could not 
base a value on the asset value. 


(8) Mr. Grimes’ value is based entirely upon a 
mathematical computation, having no relation what- 
soever to the elements which the Tax Court [83] 
and its predecessor, the Board of Tax Appeals, have 
considered necessary in determining fair market 
value, nor to the elements required by the Commis- 
sioner’s Regulations to be considered. 


iA‘e 


The Court erred as a matter of law in determin- 
ing that the oil royalties of Dominguez Estate Com- 
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pany had a value at the basic date, June 5, 1941, 
of $4,500,000.00 in that there is no evidence in the 
record to sustain such value. The highest value for 
the oil properties of Dominguez Estate Company 
that was given by any witness was $4,450,000.00, 
and that was by Mr. Clute, whose testimony is en- 
tirely unreliable from a legal standpoint. 


V. 
The Court erred as a matter of law in failing to 
find and decide that the oi! properties of the Do- 


minguez Estate Company on June 5, 1941, had a 
value not in excess of $3,000,000.00. 


Bae 
The Court erred in failing to give credence to the 
testimony of Messrs. Wents and Paine. 


(A) Each of these witnesses was qualified in 
every respect, and as to Mr. Paine, admitted to be 
qualified by respondent’s own witnesses. He used 
the method in determining the value of the oil prop- 
erties that has been generally accepted in the United 
States and particularly in the State of California. 


(1) Mr. Phillips admitted that his firm had 
great confidence in Mr. Paine’s ability and had 
used him on many occasions. (‘T’. 545.) 


(2) Mr. Pemberton in his testimony verified the 
method adopted by Messrs. Paine and Wents. (T. 
431.) The method, admittedly correct by My. Pem- 
berton, proved conclusively that Mr. Pemberton’s 
value arrived at by [384] the application of this 
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particular method would have been approximately 
$3,000,000.00, the same as the value given by Mr. 
Paine, if Mr. Pemberton had considered all the 
facts of record, and particularly the $1.13 price per 
barrel of oil for Dominguez oil. 


(3) The method was proved to be correct by a 
comparison with the two most comparable trans- 
actions in Southern California in recent years, 
namely, the Grubb Estate sale and the sales of Do- 
minguez Oil Fields Company stock, both of which 
took place in 1988. 


(a) Mr. Pemberton testified on direct examina- 
tion that he used the same method of figuring here 
as he had in the Grubb Estate sale. (T. 424.) He 
admitted on cross-examination that the current 
revenue derived from the Grubb Estate oil was 
$1.57 per barrel; and that the sales price of the 
royalty reflected a value of oi] in the ground of 
61le per barrel, or approximately 38% of the price 
the oil was bringing at the surface. (T. 425-6.) 

(b) On a comparable method, since the Domin- 
guez oil is stipulated to have been $1.13 oil at the 
surface, the oil in the ground should be valued at 
43.2¢ per barrel, or 38% of $1.13. Mr. Paine cor- 
rectly testified, without contradiction, that this ratio 
of 38% between the value of oil in the ground and 
the price it brings at the surface is a fixed, constant 
ratio, because as the price at the surface varies the 


value of the oil in the ground will vary accordingly. 
(T. 694.) 
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(c) Mr. Paine’s value of $3,000,000.00 reflected — | 
a value of 40c per barrel in the ground. (T. 159.) 
This was also admitted by Mr. Grimes. (‘T. 668.) 


(d) Mi. Pemberton, although admitting that 
the method was a sound one, could not and did not 
make this comparison, for he did not even know 
that the Dominguez oil was $1.13 per barrel oil. He 
knew nothing about [35] the barrels. (T. 428.) 


(e) Mr. Paine’s method of substantially dis- 
counting present worth is also supported by the 
testimony of Mr. Pemberton, as well as by cross- 
examination of Mr. Phillips in respect to the Do- 
minguez Oil Fields stock. (T. 565.) 

(B) The Court erred in failing to give weight 
to the testimony of Mr. Wents, whose qualifications 
are clearly set forth in the record and whose opin- 


ion has been used many times by the United States 
Government. (T. 17-18.) 


VIL. 

The Court erred as a matter of law in deter- 
mining: 

(A) The fair market value on June 5, 1941, of 
the stock of Dominguez Estate Company to be 
$900.00 per share; 

(B) The fair market value on June 5, 1941, of 
Francis Land Company stock to be $990.00 per 
share; 

(C) The fair market value on June 5, 1941, of 
the stock of Carson Estate Company to be $500.00 
per share. 
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NOUOE 

The only witness who testified that the value of 
the Dominguez Estate Company stock was $900.00 
or in excess thereof was Mr. Grimes. 

(A) Laek of familiarity with valuation of oil 
properties (T. 633) and his lack of familiarity with 
stock market conditions on June 5, 1941 (T. 639), 
disqualifies his testimony and consequently demon- 
strates that there is no competent evidence to sup- 
port the Court’s finding and decision. 

(B) Furthermore, Mr. Grime’s opinion admit- 
tedly was based upon a mere calculation, 1.e., divid- 
ing the fair market value of the assets by the num- 
ber of shares outstanding, which this and other 
Courts have consistently held to be error as a mat- 
ter of law. [36] 

(C) 'The so-called sales do not support the 
values found in the report. 

(1) The only sale of Dominguez stock for cash 
from October 3, 1936, to the basic date was between 
two brothers at a figure of $700.00 per share for 
two shares: 

(2) The only sales of Carson stock for cash in 
the same period were two sales comprising 94 
shares at $300.00 per share. 

(3) The so-called sales by petitioner Victoria 
L. Cotton in 1939 referred to on page 7 of the re- 
port were to her daughters in consideration of long- 
term non-interest bearing notes intended to be paid 
from dividends declared on the stocks in the future. 
The so-called sales price was exactly petitioner’s 
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income tax basis and was used in the transfer be- 
eause petitioner could not deduct a loss on such a 
sale. The same is true of the two sales by Lucy 
Rasmussen. None of these transactions is credible 
evidence of fair market value, for they were too 
removed in point of time from the basic date and 
they were not representative, arms-length trans- 
actions, but merely intra-family transfers. 


pe 

The Court erred in failing to give weight to the 
testimony of petitioners’ witnesses with respect to 
the fair market value of the stock of the Dominguez 
Hstate Company, Francis Land Company, and Car- 
son Estate Company. 

(A) All of these witnesses testified, with un- 
contradicted facts to support them, that stocks were 
selling on the basic date at substantial discounts 
from the fair market value of their underlying 
assets. M1. Phillips, one of respondent’s witnesses, 
testified to the same fact and applied a 25% dis- 
count. (He erred, however, in failing to apply the 
discount to the oil properties.) [37] 

(B) Congressional enactment requires that eon- 
sideration be given in valuing unlisted stock to the 
selling price of comparable listed securities. Re- 
spondent admits this on brief. (Page 104.) All of 
petitioner’s witnesses made such comparisons with 
comparable stocks. None of respondent’s witnesses 
did so. 

xX. 

The Court erred as a matter of law in failing to 

determine : 
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(A) The fair market value on June 5, 1941, of 
the stock of Dominguez Estate Company to be not 
in excess of $400.00 per share; 

(B) The fair market value on June 5, 1941, of 
the stock of Francis Land Company to be not in 
excess of $420.00 per share; 

(C) The fair market value on June 5, 1941, of 
the stock of Carson Estate Company to be not in 
excess of $230.00 per share. 


XI. 

Although the Honorable Judge who rendered the 
opinion in the above entitled matter states that all 
factors of valuation were considered, it appears 
affirmatively from the opinion that said Honorable 
Judge based his conclusion as to the value of the 
shares of stock involved in the instant matter solely 
on the value (erroneously determined) of the assets 
owned by the various corporations. 

Wherefore, it is respectfully prayed that this 
motion be granted. 

— sf A. CALDER MACKAY, 
/s/ ARTHUR McGREGOR, 
/s/ HOWARD W. REYNOLDS, 
/s/ ADAM Y. BENNION, 
Counsel for Petitioners. 


/s/ HUGH G. ARNOLD, 
Of Counsel. 


Filed Aug. 19, 1946. 


Denied Aug. 20, 1946. Signed Byron B. Harlan, 
judge. [38] 
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[Title of Tax Court and Causes. ] 


MOTION FOR REVIEW OF REPORT 
Poti ith COURT 


Whereas, the petitioners above named have filed 
a motion with this Honorable Court to set aside and 
vacate the report entered herein on July 22, 1946, 
and to set the proceedings for rehearing at Los 
Angeles, California; and [41] 

Whereas, said petitioners have filed another mo- 
tion with this Honorable Court seeking a recon- 
sideration of said report in the event the first 
motion hereinabove mentioned should be denied; 
and 


Whereas, in the event this Honorable Court 
should deny both the above motions it 1s believed 
that a miscarriage of justice will result that can 
be corrected only by a review of said report and 
the proceedings by the full Court; 


Now, Therefore, said petitioners, by and through 
their counsel, respectfully move, upon the grounds 
set forth herembelow and for the reasons set forth 
in the memorandum attached hereto and made a part 
hereof, that said report entered by Judge Harlan 
in the above entitled proceedings under date of July 
22, 1946, be reviewed by the full Court. 


As grounds for this motion petitioners allege as 
follows: 
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IU 
The Court erred as matter of law in finding and 
deciding that Dominguez Estate Company was a 
holding company. 


1a 


The Court erred as matter of Jaw in finding and 
deciding that Dominguez Estate Company was ‘‘not 
an operating company.’’ [42] 


The record is replete with evidence showing that 
the Dominguez Estate Company was not a holding 
company but was in fact an operating company. 
The stipulation and exhibits show that this company 
was purchasing, selling, developing and operating 
its real properties. Its rentals from buildings owned 
and operated amounted to in excess of $180,000.00 
for each of the four years immediately preceding 
the year 1941, while its expenses of operating such 
buildings for the same period were in excess of 
$125,000.00 per vear; and for the five months’ opera- 
tions in 1941 its rental income amounted to $80,- 
429.72 and its expenses amounted to $37,836.70. Its 
income from building operations for the period from 
1927 to June 5, 1941, amounted to $1,071,896.72 and 
its rental expenses amounted to $700,927.02. General 
and administrative expenses, in addition to those 
stated above, exceeded $100,000.00 in each of the 
four years preceding 1941. Its ranch income from 
1927 through June 5, 1941, amounted to in excess 
of $400,000.00; its activities in the purchasing and 
selling of securities and in taking oil in kind and 
handling and disposing of it also negative the idea 
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that it was not an operating company. [Stip. and 
Ex. 4-D.] 
III. 

The Court erred as a matter of law in finding and 
deciding that the fair market value of the oil prop- 
erties of Dominguez Estate Company was #4,500,- 
000.00 for the following reasons: 


(A) There is no competent evidence to support 
this value. 


(1) All the witnesses except Mr. Grimes and 
My. Phillips testified to a value lower than 
$4,500,000.00. 


(a) Mr. Grimes admittedly was not qualified as 
a petroleum engineer. [T. 633. ] 


(b) Mr. Grimes has ‘‘had very sheht experience 
with oil properties.’’ ['T. 633.] 


(c) Myr. Grimes’ testimony with respect to the 
oil properties is based solely on a comparison of 
stock market ratios for 1940 and he admittedly had 
no ‘“‘familarity’’ with stock market conditions at 
the basic date, to-wit, June 5, 1941. ['T. 639. ] 


(d) My. Grimes’ opinion took into account the 
earnings from oil only in 1940 and ignored the 


estimated future income as stipulated by the parties. 
[T. 611-138.] 


(Ce) My. Phillips was not familiar with the evi- 
dence, having based his opinion only on Exhibit 
11-K-2. ['T. 548-9. ] 


(f) Mr. Phillips admittedly was not an oil engi- 
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neer and claimed no experience in valuing oil prop- 
erties. [T. 572. ] 


(¢) Mr. Phillips’ testimony as to the value was 
based upon a misconception of a ‘‘formula’’ he 
stated he had seen used by engineer Paine. ['T. 545.] 


(B) The Court erred in assuming that Mr. 
Kitner testified that the fair market value of the 
oil properties of Dominenez Estate Company was 
£4,988,600.00. 


(1) Mr. Eitner admittedly had ‘‘no experi- 
ence’’ in connection with valuing of oil prop- 
erties. ['T’. 333.] The value of the oil properties 
of Dominguez Estate Company of $4,988,600.00 
ascribed in the opinion to Mr. Eitner was not 
fair market value but merely ‘‘present worth,”’ 
which was used only to make a comparison of 
reflected stock values in a transaction handled 
by Mr. Kitner’s firm in 1938. This transaction 
involved the Dominguez Oil Fields Company. 
Mi. Paine had made a ‘‘present worth”’ deter- 
mination of $66.00 per share for the stock of 
this company. Mr. Hitner’s firm, Blythe & Com- 
pany, had purchased the stock of Dominguez 
Oil Fields Company for $32.50 per share, or 
90% of the ‘‘present worth.’’ [T. 341.] 


(GC) The Court in determining the value of the 
oil royalties of Dominguez Estate Company erred 
in failing to give proper consideration to the in- 
eome tax burden on the estimated future income of 
the oil properties. The Tax Court, as well as the 
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Courts, has universally recognized that in valuing 
oil properties, and particularly in valuing the esti- 
mated future probable income therefrom, considera- 
tion must be given to the [45] estimated future 
taxes which would reduce the amount of return to 
an investor. 


(1) Mr. Grimes, government witness, was 
asked the following question and gave the fol- 
lowing answer: 


Ome tsit a fact, Ma. Grimes, that the 
higher the taxes, particularly the higher the taxes 
on future income, the less the value would be, isn’t 
that a fact? 


‘fA. Why, yes. I think that is self-evident.’’ 


(2) Mr. Grimes was also shown a copy of 
his book on valuation and was asked the fol- 
lowing questions and he gave the following an- 
swers: 


““Q. On page 99 I want to call your attention to 
just one item here: ‘The imposition of an income 
tax serves not only to reduce the amount of future 
income which the investor retains from the yield 
of the income producing property, but also to re- 
duce the net earnings of sinking funds set aside 
to cover the return of the initial investments.’ You 
are still of that same opinion, aren’t you? 


i Yes. 


Q. And I will read you also another one here, 
where you said that: ‘But when depreciation or 
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other deductions in the nature of a capital return 
operate to reduce the income subject to tax, and 
the price which an investor is willing to pay for 
a property is considered as determined on the [46] 
choice of a future net vield after payment of the 
tax on income and proper provision for the return 
of capital, the problem 1s much more complex, as 
the value sought depends upon the amount of future 
tax.’ You still maintain that same view @s ex= 
pressed in that? Age es, inclos. 


(3) An excerpt from Moody’s of May 5, 
1941, Volume 33, No. 18, reads as follows: 


‘Sagging prices without any heavy liquidation 
were seen in last week’s stock market. Many stocks 
touched new lows. No startling news accompanied 
this market reaction, which seems to be due partly 
to war conditions involving visions of higher taxes. 
it has been almost universally expected that the 
normal taxes of corporations would be increased 
from 24 per cent to 30 per cent; in fact, many 
corporations included the rate of 30 per cent in 
their reports for the first quarter. It was proposed 
that this increase could be aecomphshed by imposing 
a surtax of six per cent on top of the normal tax 
of 24 per cent.’ ['T’. 647. ] 


(4) See also G. C. M. 45 C. B. V-1, 65. 


(D) The Court erred as a matter of law in 
giving any credence to the testimony of respondent’s 
witness Evans in that— 


(1) Mr. Evans was not familiar with the 
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terms of the Reyes lease, although he admitted 
[47] it would have a bearing on valuation. [T. 
396. | 


(2) Mr. Evans did not give any considera- 
tion or effect to the income tax burden on the 
estimated future income of the oil properties. 
['T. 399-401. | 


(E) The Court erred as a matter of law in 
giving any credence to the testimony of respond- 
ent’s witness Webb in that— 


(1) My. Webb was not a qualified engineer 
and claimed no such qualification. [T. 405. ] 


(2) Mr. Webb was not familiar with the 
Reyes lease. ['T. 417.] 


(3) Mr. Webb was not familiar with the 
record, having been given for consideration 
only Exhibit 11-K-2. ['T. 406.] 


(4) Mr. Webb did not give consideration or 
effect to the income tax burden on the esti- 
mated future income of the oil properties. 
[T. 418.] 


(5) Mr. Webb admitted to Judge Mellott 
that his method of 100 times monthly pay-out 


‘fig a very erroneous way to figure values.’’ 
[T. 418.] 


(6) Myr. Webb expressed no opinion of value 
in dollars and cents. [T. 416, 420.] [48] 


(F) The Court erred as a matter of law in giv- 
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ing any credence to the testimony of respondent’s 
witness Mr. Pemberton in that— 


(1) Mr. Pemberton was not familiar with 
the oil properties. [T. 429. | 


(2) Mr. Pemberton was not familiar with 
the evidence, having been shown only Exhibit 
11-K-2. [T. 428.] 


(3) Mr. Pemberton did not give considera- 
tion or effect to the Income tax burden on the 
estimated future income of the properties. ['T. 
432. | 


(G) The Court erred as a matter of law in 
giving any credence to the testimony of respond- 
ent’s witness Clute in that— 


(1) Mr. Clute was not familiar with the 
properties to be valued. 


(2) Mr. Clute did not give consideration or 
effect to the income tax burden on the esti- 


mated future income of the oil properties. 
[T. 464. ] 


(3) Mr. Clute’s valuation was merely a 
mathematical formulized computation. ['T. 444. ] 


(H) The Court erred as a matter of law in 
giving any credence to the testimony of respond- 
ent’s witness Mr. Corby in that 


(1) Mr. Corby was not familiar with the 
properties. [T. 481.] [49] 


(2) Mr. Corby was not familiar with the 


Comm’, of Internal Revenue D0 


evidence, having knowledge of only Exhibit 
11-K-2. [T. 475.] 


(3) Myr. Corby did not give consideration 
or effeet to the income tax burden on the esti- 
mated future income of the oil properties. 


(4) Mr. Corby’s testimony with respect to 
the pay-out is contrary to the testimony of all 
the other witnesses. [T. 472. ] 


(1) The Court erred as a matter of law in 
giving any credence to the testimony of respond- 
ent’s witness Phillips in that— 


(1) My. Plillips was not a qualified engi- 
neer and claimed no such qualification. In fact, 
he stated that he was ‘‘not equipped to pass 
upon the fair market value of oil properties.’’ 
[T. 546. ] 


(2) Mr. Phillips was not familiar with the 
properties of the Dominguez Estate Company. 


(3) Myr. Phillips was not familiar with the 
evidence, having been shown only Exhibit 11- 
K-2. ['T. 548-9. ] 


(4) Mr. Phillips did not give consideration 
or effect to the income tax burden on the esti- 
mated future income of the oil properties. 

(5) Mr. Phillips’ testimony was based 
purely upon an erroneous misconception of a 
formula which did not exist. [T. 686.] 


(6) Mr. Phillips, although not qualified to 
determine the value of oil properties, errone- 
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ously [50] attempted to reflect the value thereof 
in the stock. While discounting the stipulated 
fair market value of the other assets of Domin- 
guez Estate Company by 25%, he allowed no 
such discount to the value, arrived at by errone- 
ous formula, of the oil properties. 


(J) The Court erred as a matter of law in 


eiving any credence to the testimony of respond- 


ent’s witness Mr. Grimes in that— 


(1) My. Grimes admitted that he was not an 
oil engineer and had had very slight experience 
with oil properties. [T. 633. ] 


(2) Mr. Grimes, im arriving at his yale 
did not eive consideration or effect to the in- 
eome tax burden on the estimated future in- 
come of the oil properties, although he admitted 
that the higher the taxes on future income the 
less the value would be. [T. 642.] 


(3) Mr. Grimes, in arriving at his value of 
the royalties of Dominguez Estate Company. 
erroneously used the earnings for 1940 of sey- 
eral companies. The value of oil properties in 
California can hardly be determined by the New 
York stock market, with which Mr. Grimes was 
unfamiliar. 


(4) Myr. Grimes, in arriving at his value of 
the stock of Dominguez Estate Company, did 
not even claim famiharity with the stock market 
conditions on June 5, 1941. In fact, he dis- 
claimed familiarity. [T. 639.] [51] 
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(5) Mr. Grimes failed to take into consid- 
eration the increase in taxes that was threat- 
ened during the spring of 1941 and that was 
imminent on the basic date, to-wit, June 9, 
1941. ['T. 647.] 


(6) Mr. Grimes, in arriving at a fictitious 
reflected value for the oil properties of Domin- 
guez Estate Company, added such erroneous 
value to the balance sheet without making any 
discount whatsoever, and merely divided the! 
total value of the assets by the number of 
shares, a method of valuation which has been 
consistently repudiated by The Tax Court. 
[T. 674. ] 


(7) Ma. Grimes erroneously failed to take 
into consideration the fact that the minority 
stockholder has no right to force liquidation 
and he based his value of the stock upon the 
liquidating value. He admitted that his opinion 
as to the fair market value would not be the 
same to an outsider ‘‘who was In no manner 
connected with the family.’’ He stated that 
under such circumstances he could not base a 
value on the asset value. 


(8) Mr. Grimes’ value is based entirely 
upon a mathematical computation, having no 
relation whatsoever to the elements which The 
Tax Court has considered necessary in deter- 
mining fair market value, nor to the elements 
required by the Commissioner’s Regulations to 
be considered. [52] 
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The Court erred as a matter of law in deter- 
mining that the oil royalties of Dominguez Estate 
Company had a value at the basic date, June 5, 1941, 
of $4,500,000.00 in that there is no evidenee in the 
record to sustain sueh value. The highest value 
for the oil properties of Dominguez Estate Com- 
pany that was given by any witness was $4,450,- 
000.00, and that was by Mr. Clute, whose testimony 
is entirely unreliable from a legal standpoint. 


V. 
The Court erred as a matter of law in failing 
to find and decide that the oil properties of the 


Dominguez Estate Company on June 5, 1941, had 
a value not in exeess of $3,000,000.00. 


Wale 


The Court erred in failing to give credence to 
the testimony of Messrs. Wents and Paine. 


(A) Each of these witnesses was qualified in 
every respect, and as to Mr. Paine, admitted to 
be qualified by respondent’s own witnesses. He 
used the method in determining the value of the 
oil properties that has been generally accepted in 
the United States and particularly in the State 
of California. 


(1) Mr. Phillips admitted that his firm had 
great confidence in Mr. Paine’s ability and had 
used him on many oceasions. [T. 545.] [53] 


(2) Mr. Pemberton in his testimony veri- 
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fied the method adopted by Messrs. Paine and 
Wents. [T. 481.] The method, admittedly cor- 
rect by Mr. Pemberton, proved conclusively 
that Mr. Pemberton’s value arrived at by the 
application of this particular method would 
have been approximately $3,000,000.00, the same 
as the value given by Mr. Paine, if Mr. Pem- 
berton had considered all the facts of record, 
and particularly the $1.13 price per barrel of 
oil for Dominguez oil. 


(3) The method was proved to be correct 
by a comparison with the two most comparable 
transactions in Southern California in recent 
years, namely, the Grubb Estate sale and the 
sales of Dominguez Oi] Fields Company stock, 
both of which took place in 1988. 


(a) Mr. Pemberton testified on direct examina- 
tion that he used the same method of figuring here 
as he had in the Grubb Estate sale. [T. 424.] He 
admitted on cross-examination that the current 
revenue derived from the Grubb Estate oil was $1.57 
per barrel; and that the sales price of the royalty 
reflected a value of oil in the ground of 61¢ per 
barrel, or approximately 38% of the price the oil 
was bringing at the surface. ['T. 425-6. ] 


(b) On a comparable method, since the Domin- 
quez oil is stipulated to have been [54] $1.13 oil at 
the surface, the oil in the ground should be valued 
at 43.2e per barrel, or 38% of $1.13. Mr. Paine 
correctly testified, without contradiction, that this 
ratio of 38% between the value of oil in the ground 
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and the price it brings at the surface is a fixed, 
constant ratio, because as the price at the surface 
varies the value of the oi] in the ground will vary 
accordingly. ['T. 694. ] 


(c) My. Paine’s value of #3,000,000.00 reflected 
a value of 40e per barrel in the ground. ['T. 159.} 
This was also admitted by Mr. Grimes. ['T. 668.] 


(ad) Mr. Pemberton, although admitting that the 
method was a sound one, could not and did not 
make this comparison, for he did not even know 
that the Dominguez oil was $1.13 per barrel oil. 
He knew nothing about the barrels. [T. 428.] 


(e) Myr. Paine’s method of substantially dis- 
counting present worth is also supported by the 
testimony of Mr. Pemberton, as well as by ecross- 
examination of Mr. Phillips in respect to the Domin- 
guez Oil Fields stock. [T. 565. ] 


(B) The Court erred in failing to give weight 
to the testimony of Mr. Wents, whose qualifications 
are clearly set forth in the record and whose opinion 
has been used many times by the United States 
Government. ['T. 17-18.] [55] 


VII. 
The Court erred as a matter of law in deter- 


mining— 


(A) The fair market value on June 5, 1941, 
of the stock of Dominguez Estate Company to be 
$900.00 per share; 


(B) The fair market value on June 5, 1941, 
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of Francis Land Company stock to be $990.00 per 
share; 

(C) The fair market value on June 5, 1941, 
of the stock of Carson Estate Company to be £500.00 
per share. 


VIIL. 


The only witness who testified that the value of 
the Dominguez Estate Company stock was $900.00 
or in excess thereof was My. Grimes. 


(A) Lack of familiarity with valuation of oil 
properties ['T’. 633] and his lack of familiarity with 
stock market conditions on June 5, 1941 ['T. 639], 
disqualifies his testimony and consequently demon- 
strates that there is no competent evidence to sup- 
port the Court’s finding and decision. 


(B) Furthermore, Mr. Grimes’ opinion admit- 
tedly was based upon a mere calculation, 1.e., divid- 
ing the fair market value of the assets by the 
number of shares outstanding, which this and other 
Courts have consistently held to be error as a 
matter of law. [56] 


(C) The so-called sales do not support the values 
found in the report. 


(1) The only sale of Dominguez stock for 
cash from October 3, 1936, to the basic date 
was between two brothers at a figure of $700.00 
per share for two shares. 


(2) The only sales of Carson stock for cash 
in the same period were two sales aE Sng 
94 shares at $300.00 per share. 
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(3) The so-called sales by petitioner Vic- 
toria L. Cotton in 1939 referred to on page 7 
of the report were to her daughters in consid- 
eration of long-term non-interest bearing notes 
intended to be paid from dividends declared on 
the stocks in the future. The so-called sales 
price was exactly petitioner’s income tax basis 
and was used in the transfer because petitioner 
could not deduct a loss on such a sale. The 
same js true of the two sales by Lucy Rasmus- 
sen. None of these transactions is credible evi- 
dence of fair market value, for they were too 
removed in point of time from the basic date 
and they were not representative. arms-length 
transactions, but merely intra-family transfers. 


1S 


The Court erred in failing to give weight to the 
testimony of petitioners’ witnesses with respect to 
the fair market value of the stock of the [57] 
Dominguez Estate Company, Francis Land Com- 
pany, and Carson Estate Company. 


(A) All of these witnesses testified, with un- 
contradicted facts to support them, that stocks were 
selling on the basic date at substantial discounts 
from the fair market value of their underlying 
assets. Mr. Phillips, one of respondent’s witnesses, 
testified to the same fact and applied a 25% dis- 
count. He erred, however, in failing to apply the 
the discount to the oil properties). 


(B) Congressional enactment requires that con- 
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sideration be given in valuing unlisted stock to the 
selling prices of comparable listed securities. Re- 
spondent admits this on brief. (Page 104.) All of 


? 


petitioners’ witnesses made such comparisons with 
comparable stocks. None of respondent’s witnesses 
did so. 
X. 
The Court erred as a matter of law in filing 


to determine— 


(A) The fair market value of June 5, 1941, of 
the stock of Dominguez Estate Company to be not 


in excess of $400.00 per share; 
(B) The fair market value on June 5, 1941, of 


the stock of Francis Land Company to be not in 
excess of $420.00 per share; [58] 

(C) The fair market value on June 5, 1941, of 
the stock of Carson Estate Company to be not in 


excess of $230.00 per share. 


SOL 

Although the Honorable Judge who rendered the 
opinion in the above entitled matter states that all 
factors of valuation were considered, it appears 
affirmatively from the opinion that said Honorable 
Judge based his conclusion as to the value of the 
shares of stock involved in the instant matter solely 
on the value (erroneously determined) of the assets 
owned by the various corporations. 
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Wherefore, it is respectifully prayed that this 
motion be granted. 
A. CALDER MACKAY, 
ARTHUR McGREGOR, 
HOWARD W. REYNOLDS, 
ADAM Y. BENNION, 


Counsel for Petitioners, 


HUGH G. ARNOLD, 
Of Counsel. [59] 
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MEMORANDUM IN SUPPORT OF MOTION 
FOR REVIEW OF REPORT BY THE 
PUL COURT 


qT. 


We are aware that the full Court rarely reviews 
a valuation question, but it is earnestly believed by 
petitioners that justice can be achieved in no other 
Way in the present case, where the Judge who heard 
the evidence is not available to decide the issue, 
where a clear-cut legal question has been decided 
against petitioners inferentially and without any 
reasons being given or without even a statement 
of the issue, where the accepted meaning of fair 
market value, recognized by the Judge at the hear- 
ing, has apparently been abandoned in deciding the 
case, where the elements required to be considered 
by the regulations and decided cases have. been 
slighted, where expert testimony introduced by both 
parties has been disregarded, and where the factors 
alleged to have been considered in the report can 
easily be shown not to support the values found 
therein. 


Ee 


The opinion part of the report begins on page 8 
by apparently ridiculing the ‘‘imaginary individ- 
uals’’ who traditionally have been assumed to exist 
In fair market valuations. In so doing, the report 
departs from the definition [60] of fair market value 
given by Judge Mellott during the trial and which 
the petitioners had a right to assume would be 
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adopted in the decision of the case. Judge Mellott 
stated, in apparent criticism of a witness for re- 
spondent who had merely divided the value of the 
assets by the number of shares outstanding, ‘** * * 
considering fair market value to mean, as no doubt 
what it means, * * * the price at which the hypo- 
thetical willing buyer, having knowledge of all of 
the facts, and the seller, having knowledge of the 
facts—neither being under any compulsion—would 
nage.’’ ['T. 603.) 
Ta. 

The opinion proceeds on page 9 to state that 
since there were ‘‘speculative and argumentative”’ 
factors involved, the inclination is merely to accept 
the Commissioner’s determination of value. And it 
is stated that this was not done because (1) the 
Commission had abandoned his own determination, 
and (2) certain of the expert testimony produced 
by the Commissioner himself (namely, two out of 
three of his witnesses) failed to support his own 
determination. Notwithstanding these protestations, 
the report is tantamount to an acceptance of the 
Commissioner’s abandoned determination, for his 
determination was $950.00 per share and the report 
finds a value of $900.00 per share. [61] 


The value of the stock in question turns largely 
upon the value determined for Dominguez stock, 
which in turn is largely governed by the value of 
its oil properties (valued in the report at $4,500,- 
000.00). The Commission never made a determina- 
tion of the value of the oil and hence as to it 
there was no presumptive correctness. 
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Furthermore, any valuation case—and_ particu- 
larly one involving oil properties—must of necessity 
embrace factors about which there can be specula- 
tion and argument. A valuation is essentially an 
attempt to prophesy the future. This being inherent 
in every valuation case, does the present report 
mean to intimate that a taxpayer may not secure 
the independent judgment of this Honorable Court 
founded upon credible and competent evidence? Are 
all taxpayers condemned to the whim of the Com- 
missioner in valuation matters because he can argue 
and speculate over matters where even his own 
witnesses fail to support him? The finality attributed 
by Dobson to The Tax Court’s findings in such 
matters is tragic for taxpayers if tlis is to be the 
extent of their day in court. 


The Tax Court has never to the knowledge of 
the undersigned indulged in its inclination, if any, 
to escape the responsibility of passing upon the 
factors recognized as essential in determining fair 
market value. The statutory presumption [62] does 
no more than make the taxpayer come forward with 
his proof. A record of 765 pages of transcribed 
testimony of 14 experts and printed briefs of 290 
pages cannot legally be so easily ignored, even 
though such record may contain ‘‘speculative and 
argumentative’’ factors. As Justice Learned Hand 
of the Second Cireuit Court of Appeals stated 
(Guggenheim v. Helvering, 117 F. (2d) 469, 474): 


“* * * In appraising property of this kind, 
whatever courts may say, and however they 
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may seek to disguise what they do, it is im- 
possible to avoid some measure of speculation. 
* * * A judieial duty which is inherently sub- 
ject to such shortcomings must not stop half 
way; it is no more speculative to appraise 
the proper discounts for the delays, the risks 
and the liabilities involved than to appraise 
the shares themselves. And of all possible 
appraisals that alone was sure to be wrong 
which the Board chose; a doctrine so enamored 
of accuracy that it must abdicate is the most 
irrational of all. The law is not so helpless; 
situations again and again present themselves 
where, after all shifts are exhausted, rather 
than permit certain injustice, a tribunal will 
make the best reckoning that the facts admit 
though fully conscious of its infirmities” ~~") ~ 


Randolph E. Paul, in his work on Federal Estate 
and Gift ‘Taxation, Vol. II, expresses similar 
thought (pp. 1217-23) : 


‘‘Value is essentially and peculiarly a difficult 
question of fact, with the burden of proof upon 
the taxpayer. Indeed, it is in one sense even more 
than a question of fact; it is a question of prophecy, 
a matter of opinion and judgment. It has even 
been said that valuations are of the stuff that 
dreams are made of. Thus, the value of property 
is hardly even a simple question, even when market 
quotations are available as a criterion. It is unsafe 
to neglect any apparent factor. And it is the com- 
posite of all factors involved in a single case that 
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should lead to a conclusion rather than an im- 
practical attempt to assign to any particular factor 
a precise weight or to define its relative emphasis 
or importance in a total equation of valuation. 
Individualized treatment of each problem is essen- 
tial. The variety of things affecting value cannot 
be counted by any available mathematics; we soon 
reach ‘potent imponderables.’ The cases are recalci- 
trant. They vary without rules of variation. Market 
value ‘is so dependent upon time, places, conditions, 
and people that that which is a good rule in one 
case may be no rule under other circumstances.’ 
One case requires the valuation of real estate, an- 
other a remainder interest In personalty. Another 
ease has its penumbrae [64] of stock market opera- 
tions. We are driven from an almost nostalgic 
desire for simplicity and certainty to a realistic 
conclusion that ‘no cut and dried formula,’ or 
definite circumscribed method or rule, will do the 
job for all cases. Courts must do as well as they 
ean with a ‘composite mass’ of evidence, ‘giving 
judicial consideration to the evidence properly in 
the record.’ 

The problem goes deeper than the variability of 
subjects of valuation. Subjects of valuation may 
on occasion be static; the inventory of properties 
ealling for valuation is in large part composed of 
the things our grandfathers possessed. But value, 
in the very nature of things, is in constant flux; 
a transverse time factor compheates the problem 
and awkwardly poses the question of date of valua- 
tion. Dates are important, even crucial, in a chang- 
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ing mid-twentieth century world. One date means 
one thing, another date another thing, in the shifting 
—indeed, the chaotic—economic world from which 
valuation evidence must be taken. The job of the 
valuation expert, or tribunal charged with a duty 
to value, is to find the resultant of many conflicting 
forces. It must do the best it can with an imperfect 
record, and with a faulty perception, because in 
the law the courts must strive toward answers that 
will do. The thing must be decided. [65] 


x“ 


* * Attempted perfectionism would paralyze 
‘the function of deciding,’ and a refusal to exercise 
judgment would be an error of law. The courts 
may not shirk their duty of deciding because it is 
difficult to get competent evidence. Where there 
are no fields of black and white, formalistic mathe- 
matical accuracy would be ‘delusive exactness.’ One 
must not be ‘enamored’ of accuracy, for the best 
valuation is nothing better than a reasonable ap- 
proximation reach by the via media of compromise 
and reconciliation of many practical and logically 
conflicting pressures and shades of contradiction. 
Syllogistic logic is too simple a tool. Something 
less artificial, some quality of discretion, something 
like common sense, a process of inarticulate and 
unconscious judgment, is needed. The factor of 
intuition must and does join forces in reaching an 
answer that is then dressed in legalistic language 
and in formally stated principles of valuation.’’ 


Le 


Aside from speculative and argumentative factors, 
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however, there are a few facts which demonstrate 
that there is no credible evidence to support a 
value of $900.00 and hence the report is legally 
insupportable. 


(1) Tax cases must be decided upon the record 
made at the hearing, particularly where the [66] 
Judge who heard the case has since resigned and 
the case is decided by a new Judge. Expert testi- 
mony cannot be arbitrarily disregarded. Yet the 
present report, without a word of justification, re- 
jects the testimony of six experts on the question 
of the value of the stocks—five presented by peti- 
tioners and one by respondent. 


Counsel have never seen a case where a value 
was found more favorably to a party than was 
testified to by his own expert witnesses. Yet in 
the present report of a value of $900.00 per share 
is found notwithstanding that two of the three 
experts called by respondent expressed opinions 
lower than that figure. One of respondent’s wit- 
nesses (Mr. Phillips) expressed an opinion of 
$759.00 per share; and even this opinion was based 
upon an erroneous and inflated value for the oil. 


(2) There was a tremendous difference between 
the value determined by respondent ($950.00) and 
the value contended for by petitioners ($400.00). 
The respondent sought to defend his value upon 
the bare legal argument, which he frankly admits 
on brief, that it is permissible to value the stock 
by dividing the asset value by the number of shares 
outstanding, citing a few cases where this has been 
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done involving very closely-held, non-operating com- 
panies organized in the main for tax avoidance 
purposes. [67] 


The petitioners joined issue with such a revolu- 
tionary principle and contended that it would be 
error as a matter of law in the ease of an operating 
company, the control of which is divided between 
two large families of first, second and third cousins 
and with the balance of power in a disinterested 
trustee, to value the stock by simply dividing the 
assets by the number of shares. 


No one reading the present report could even 
surmise that such an issue had been presented for 
decision. It is not mentioned. But the finding is a 
tacit approval of respondent’s contention, for the 
value found is within $3.00 of the amount derived 
by dividing the fair market value of the assets as 
determined in the report by the number of shares 
outstanding ($902.91). 


(3) The concluding paragraph of the report 
states that consideration had been given to past 
and future earnings. No mention is made in the 
findings or the opinion that current earnings were 
only $48.00 per share. There is no finding and no 
comment upon uncontradicted evidence presented 
by petitioners, based upon strpulated future income 
from oil, that earnings for the next ten years after 
depletion would be less than $30.00 per share. No 
sufficient reasons are given in the report to justify 
a value nearly 20 times current earnings and 30 
times prospective earnings. [68] 


| 
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(4) <A fact that was testified to by six witnesses, 
including one of respondent’s own witnesses, is 
that on the basic date the stocks of the very best 
companies were selling at substantial discounts from 
the fair market value of their underlying assets. 
This was no ‘speculative’ or ‘‘argumentative’’ 
factor, but a fact agreed upon by witnesses on each 
side. The report does not even mention this fact 
and in effect ignores it by valuing the stock at the 
value of the underlying assets. 


(9) The report states that the evidence has been 
analyzed under the heads of (a) petitioners’ wit- 
nesses, (b) respondent’s witnesses, (¢) intra-family 
sales, and (d) appraised value by companies and 
officers. Thev cannot support a value of $800.00 
per share, 


(a) The report obviously rejects the opinions 
of petitioners’ five witnesses, for their valnes ranged 
from $304.00 to $420.00 per share, the highest less 
than one-half the value determined in the report. 


(b) The opinions of two of respondent’s three 
expert witnesses fail to support the value found 
in the report, for they were both lower. One was 
$759.00 per share and the other $861.46. Respond- 
ent’s other witness, who was the only one of eight 
witnesses called [69] by either party who valued 
the stock as high as that found in the report, was 
Mr. Grimes, an employee of the Bureau of Internal 
Revenue, who had no familiarity with stock market 
conditions at June 5, 1941 ['T. 639], and who ad- 
mitted on the witness stand that he valued the 
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stock solely by dividing the value of the assets by 
the number of shares outstanding. On page 674 
of the transeript: 


‘@. * * * did I understand vou to say that 
it was your opinion that the value per share 
of the Dominguez is equivalent to the fair 
market value of the total assets divided by 
the total number of shares outstanding? 

A. That issiaent.” 


In the recent case of Richardson v. Commissioner 
(Cc. C. A—2), 151 F. (2d) 102, 105, the Court 
stated: 


‘To me, at least, the findings and opinion 
when read together strongly suggest that the 
valuation adopted was based upon some such 
theory as was enunciated by the respondent’s 
experts whereby the controlling criterion of 
value for stock such as this was taken to be 
not its fair market value as provided in the 
appheable regulations of the Treasury Depart- 
ment but rather some notion of ‘intrinsic’ value. 
If so, the holding was erroneous. [Citing sev- 
eral cases.]’’ [70] 


(c) The report gives none of the facts surround- 
ing the so-called ‘‘interfamily sales’? which demon- 
strate that they were not representative sales and 
that they have no bearmg upon fair market value. 


1. The only sales of any of the stocks of 
the three companies for cash from October 
3, 1936 to June 5, 1941, or for nearly five 
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vears prior to the basic date, were two shares 
of Dominguez which were sold by a Watson to 
his brother for 700.00 per share, and 88 shares 
of Carson for $300.00 per share, six of said 
shares being puchased from outside interests. 
Yet the report finds a value of $900.00 for 
Dominguez stock and $500.00 for Carson stock. 
It is perfectly obvious that these sales do not 
support the values found, and vet, of the few 
intra-family transactions that took place in five 
vears, they are the only ones which had the 
remotest element of a bargain and sale in that 
cash actually changed hands. 


2. The only other sales of Dominguez stock 
in the same period were two sales by mothers 
to their children, involving 99 shares each, at 
figures which represented the income tax cost 
bases of the mothers and these figures were 
used because it was desired to show neither 
gain nor loss inasmuch as losses could not be 
deducted on such [71] transactions. The con- 
sideration for such shares were long-term non- 
interest bearing notes of the children which 
were intended to be paid out of future divi- 
dends on the stock. It is an error of fact and 
law to rely upon such transactions as reflecting 
fair market value. 


3. ‘There were no sales of Carson stock dur- 
ing the same period except the two sales in 
1935 and 1936 for $300.00 referred to herein- 
above. A value of $300.00 in 1936 supports 
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petitioners’ contention that the value did not 
exceed £230.00 perv share on June 5, 1941, for 
the oil properties of Dominguez had been de- 
pleted by more than $6,000,000.00 in rovalties 
from 1936 to 1941. Certainly there is nothing 
to support a value of $500.00 in 1941. 


4. There was no sales of Francis stock in 
the same period exeept two sales by mothers 
to their children under exactly the same eir- 
cumstances as set forth in ‘‘2.”’ above. 


(d) ‘‘Intercompany ratings’’ are also said to 
have been considered in the report, consisting of 
four items. Three of them are the figures at which 
Dominguez and Francis shares were carried on 
the books of other companies; in other words, book 
value. How [72] utterly worthless thev are in deter- 
mining fair market value is shown by the fact that 
shares of Dominguez were carried on the books of 
Francis at $1,019.00 per share, while at the same 
date the Dominguez shares owned by Carson were 
carried on its books at $722.00 per share. And at 
the same time Francis stock was carried on Carson's 
books at $1,187.00 per share, although no one has 
ever contended that Francis stock is more valuable 
than 1.1 times that of Dominguez per share. Book 
values are notoriously unreliable im ascertaining 
fair market value, as these figures demonstrate, 
and are wholly irrelevant in a case where a tre- 
mendous amount of evidence has heen introduced 
to prove the fair market value. 


The other so-called ‘‘intercompany rating”’ is said 
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to be the official report of Dominguez to its stock- 
holders in 1941, stating that the appraised value of 
the stock of Dominguez was #1,000.00 per share. 
We will pass the point that the statement referred 
to was made in a report dated March 28, 1940 [ Ex. 
C. C.], covering the year 1939, instead of in the vear 
1941. Jn view of the weight apparently accorded 
this fact by Judge Harlan it is important to review 
the statements [73] made by Judge Mellott when 
counsel for respondent offered it [see T. 499]: 


“The Court: Well, vou have hardly an- 
swered the question. You are valuing, or we 
are attempting to value, in this case the stock 
of this company as of June 5, 1941. Now, as 
to a value placed upon the stock by officers of 
the corporation at some earlier date, it would 
probablv be hearsay and be mere speculation 
or opinion of the officers. They may have been 
entirely too optimistic or they may have heen 
entirely too pessimistic. I fail to see where it 
has a great deal of materiality, assuming that 
there is any competency at all, although I am 
reluctant to exclude it from evidence if you 
think there is some real connection that can 
be made.”’ 


Thus, the Judge who heard the case considered 
this evidence as probably hearsay, of no great 
materiality, if competent at all, and as mere specu- 
lation on the part of an officer. 


| 


| 


Furthermore, the opinion overlooks the explana- 
tion of Mr. Cotton, the president of the company 
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and author of the statement, who testified under 
other oath [T. 742] that prior to the present suit 
there had been no appraisal of the Dominguez stock ; 
that his use of the words ‘‘appraised value’’ was 
unfortunate since he was referring to ‘‘the figure 
that was set forth by [74] the Government in their 
claim for taxes in the Francis estate and on which 
tax was paid.’’ That was in 1934. 


To substantiate the fact that there had been no 
appraisal made, counsel for respondent read imto 
the record a resolution adopted by the board of 
directors of Dominguez on August 18, 1941 (after 
our basic date), as follows ['T. 494-6]: 


“The chairman, Mr. H. H. Cottontimven 
brought up the matter of an appraisal on the 
Dominguez Estate Company stock. stating that 
in his opinion he felt that an appraisal of the 
assets should be made of the Dominguez Estate 


Company to determine the present value of its 
SOC en eam 


Thus, the uncontradicted evidence in this record 
proves that the appraised value relied upon in the 
report was nothing more than a figure adopted by 
the Commission himself in 1934, seven years before 
the gifts in our case. And that Mr. Cotton did not 
acquiesce in that exorbitant figure even in 1934 
(and it should be remembered that more than $6,- 


000,000.00 in oil royalties were received between 
1934 and 1941, thereby depleting the company’s 
assets to that extent) is shown in the report of 


er, srr 
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the same Mr. Cotton to the stockholders in 1937, 
where he stated: 


ce * ® Tt seems that it should be the policy 
of this company to dispose of as [75] rapidly 
as possible a large percentage of these un- 
preductive lands both from the standpoint of 
Dominguez Estate Company as a corporation, 
but more from the point of the stockholders 
of this corporation because, as was exemplified 
in the Estate of Mrs. Francis, the values of 
the stock of this company are predicated on 
the values of the land as assessed by Govern- 
ment emplovees, and the value of the stock 
of Mrs. Francis was increased a tremendous 
extent by valuations that surely did not exist 
and many hundreds of thousands of dollars 
were paid in inheritance taxes.’’ 


This was in keeping with action taken by Mr. 
Cotton upon another occasion, in May 1936, showing 
that he certainly did not believe the stock was 
worth $1,000.00 even at that early date. Counsel 
for respondent proved that another Company had 
offered to sell Dominguez 980 shares of Dominguez 
stock at $800.00 per share. This offer was not ac- 
cepted and Mr. Cotton explained why on page 741 
of the transcript: 


‘*Because I advised the directors that the 
price was way out of line and too high. At the 
same time the directors authorized me to nego- 
tiate with the Del Amos as to the price of 
the stock. After talking it over with Mr. Del 


80 Victoria L. Cotton vs. 
Amo, he finally withdrew his offer to sell.’’ [76] 


Hence, in giving weight to the so-called appraised 
value of the board of directors the report relies 
upon incompetent speculation which is full ex- 
plained in the record as being entitled to no credence 
whatever. 

These, then, are the four headings under which 
the report analyzed the evidence. We ask in all 
sincerity: Is there any sound justification what- 
ever in all the above for the values determined in 
the report? 

V. 

In view of the foregoing it is respectfully sub- 
mitted that there is not one reason given in the 
report to justify the values found therein and that, 
on the contrary, the report shows on its face that 
there is no eredible evidence to support it. Peti- 
tioners believe that the proceedings should be re- 
viewed by the full. Court and reconsidered in the 
hight of the foregoing. 


A. CALDER MACKAY, 
ARTHUR McGREGOR, 
HOWARD W. REYNOLDS, 
ADAM Y. BENNION, 


Counsel for Petitioners, 


HUGH G. ARNOLD, 
Of Counsel. 


Filed Aug. 19, 1946. [77] 
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[Title of Tax Court and Cause.] 


ORDER 
The motion of the petitioner filed on August 19, 
1946, asking for review by the full Comt of the 
Memoradum Findings of Fact and Opinion of Divi- 
sion 11 (Harlan), is hereby denied. 


/s/ J.B. MURDOCK, 


Acting Presiding Judge. 


Dated: Washington, D. C., August 21, 1946. [78] 


[Title of Tax Court and Cause. ] 


DECISION 


Pursuant to the memorandum findings of fact and 
opinion entered herein on July 22, 1946, directing 
that decision be entered under Rule 50, the re- 
spondent, on October 18, 1946, filed his computation 
for entry of decision and petitioner, on October 31, 
1946, filed an acquiescence therein. It is therefore 

Ordered and Decided: That there is a deficiency 
in gift tax heretn for the year 1941 in the amount 
of $5,214.00. 


/s/ WILLIAM W. ARNOLD, 
Judge. 


Entered Nov. 12, 1946. 
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(Met pursuant to notice.) 


Before: 
Honorable Arthur J. Mellott, Judge. 


Appearances: 

A. Calder Mackay, Esq.; Adam Y. Bennion, Esq., 
728 Pacific Mutual Building, Los Angeles, California. 
and Hugh G. Arnold, Esq., 631 South Spring Street, 
Los Angeles, California, appearing on behalf of 
Victoria L. Cotton and Virginia Caldwell, peti- 
tioners, 

H. A. Melville, Esq., (Honorable J. P. Wenchel, 
Chief Counsel, Bureau of Internal Revenue), ap- 


pearing on behalf of the Commissioner of Internal 
Revenue, Respondent. [82] 


PROCEEDINGS 

The Clerk: Docket No. 2257, Victoria L. Cotton 
and Docket No. 7583, Virginia Caldwell. 

Mr. Mackay: Petitioner is ready. 

Mr. Melville: Respondent is ready. 

The Court: Will you state your appearances for 
the record ? 

Mr. Mackay: A Calder Mackay and Adam Y. 
Bennion for the Petitioners. 

Mr. Melville: H. A. Melville for the Respondent. 

The Court: You may state your case for the Pe- 
tioners. 


| 
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OPENING STATEMENT ON BEHALF OF 
PETITIONERS 


By Mr. Mackay 


Mr. Mackay: Your Honor please, in the case of 
Victoria L. Cotton, Docket No. 2257, the Commis- 
sioner determined a deficiency in gift tax for the year 
1941 in the sum of $7,845.75. 

The gifts in question were made by Petitioner on 
June 9, 1941, and consisted of 200 shares of stock 
of a company known as Carson Estate Company. 
100 shares were given to each of two donees. 

The only question at issue here concerns the fair 
market value of these shares of stock. There 1s no 
dispute over a credit that was also given to the donees 
by the donor [83] on May 31, 1941, as set forth in 
the petition and admitted in the answer. 

In her 1941 gift tax return the Petitioner re- 
ported the gifts of the 200 shares of Carson stock 
at a value of $250.00 per share, a total of $50,000.00 ; 
and in her petition has alleged that the value did not 
exceed $175.00 per share, or a total of $35,000.00. 

The Respondent has determined in the notice of 
deficiency that said 200 shares of Carson Estate 
Company stock had a value on the date of gift of 
$600.00 per share, or a total of $120,000.00. 

Through extended conferences, the parties have 
attempted to agree upon as many of the basic facts 
as possible. A stipulation will be presented, to 
which are attached Joint Exhibits numbered from 
1-A to 20-T. 

The factual situation is rather complex and, since 
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most of the factual background is reflected in the 
stipulation, it will assist the Court to explain at 
the offset what the parties have stipulated. 

We are concerned here with the stock of three 
companies and with some oil properties. The reason 
for this is as follows: 

The Carson Estate Company owns about four oil 
properties. [t also owns, among its principal assets, 
1,785 shares of stock of Francis Land Company (out 
of a total of [84] 5,000 shares outstanding). The 
parties have been unable to agree upon the value 
of the stock of the Francis Land Company or of 
the oil properties owned by Carson. 

The principal asset of Francis Land Company 
is a controlling interest in another company, the 
Dominguez fistate Company. Francis owns 5,499 
shares of the outstanding 10,499 shares of Domin- 
euez state Company. The parties have been wn- 
able to agree upon the value of the Domimguez 
state Company shares. 

The principal assets of the Dominguez Estate 
Company consists of oil properties, namely, a land- 
owner's royalty interest in approximately 13 oil 
leases. 

The parties have prepared a chart showing the 
relationship of these three corporation, their total 
shares outstanding, the number owned by each. This 
chart is Joint Exhibit 16-P attached to the stipula- 
tion. J have in my hand, if your Honor please, an 
extra copy of that chart and I think it might help 
your Honor to follow us through this labyrinth of 
the three corporations. 
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I may point out the corporations upon the left- 
hand side have nothing to do with this particular 
ease. We are concerned only with the three com- 
panies, the Carson Estate Company, the Francis 
Land Company and the Dominguez Estate Com- 
pany. 

Dominguez Estate Company owns assets other 
than [85] the oil rovalties, such as stocks, bonds, 
ranch real estate and city real estate; but the parties 
have agreed upon and stipulated the fair market 
value of all such assets as of the date of gift. These 
stipulated figures for Dominguez are shown in Joint 
Exhibit 1-A. 

In other words, the only assets of Dominguez 
Estate Company upon which the parties have not 
agreed as to the value are the oil royalties. Hvi- 
dence will be presented with respect to the value 
of such oil rovaities. 

The parties, however, have presented in the stip- 
ulation certain estimates with respect to the oil 
royalties. In Joint Exhibit 11-Kk (1) an estimate 
is shown of the probable future production of 
barrels of oil from known oil reserves owned by 
Dominguez Estate Company at the basic date, [86] 
together with the royalty share of Dominguez Estate 
Company therein. It will be seen from that exhibit 
that the total estimated figure for all of Dominguez 
Estate Company’s known reserves is 47,790,000 bar- 
rels, and that the royalty share of Dominguez Estate 
Company therein is 7,992,871 barrels. 

Said Joint Exhibit 11-K(1) also gives an estimate 
of the probable future rate of production of said 
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oil. I should like to call your Honor’s attention, 
however, to a proviso in the stipulation to the effect 
that the estimate—— 

= * * ds based upon the assumption that all 
wells being produced on June 5, 1941, would 
continue to be produced to the full indicated 
capacity of the formation to yield the oil, and, 
further, that each probable productive location 
of said known oil reserves would be developed 
and produced to its full indicated capacity im 
accord with its probable development pro- 
gram.” 


Joint Exhibit 11-K(2) is a computation, using 
the price of oil during the five months preceding 
the date of gift, of the probable royalty income to 
be derived by Dominguez Estate Company based 
upon the estimated production set forth in the pre- 
ceding Joint Exhibit 11-K(1). 

Here, again, your Honor’s attention is directed 
to the following statement in the stipulation: 


‘It is understood and agreed that nothing 
[87] contained in said joint Exhibits 11-K(1) 
and/or 11-K (2) shall limit either party in 
presenting evidence with respect to discounts 
and other factors and/or methods that might be 
taken into consideration in determining the 
fair market value of said oil royalties or in — 
presenting any evidence of such fair market — 


value based upon other indices.”’ 
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The Court: Will you pardon an interruption ? 
Off the record. 


(Discussion off the record.) 


The Court: On the record. You may proceed. 

Mr. Mackay: In other words, in an effort to 
shorten the time of this trial, the attorneys have 
agreed upon an engineer’s estimate of the known 
oil reserves, probable rate of production at full in- 
dicated capacity of the formation to yield the oil, 
and upon the price of oil current at the basic date, 
without, however, admitting or agreeing that a will- 
ing buyer would have blindly aecepted such esti- 
mates. 

Expert testimony will be offered to show what 
discounts and factors and what other indices of 
value would be used by a willing buyer of the o1l 
royalties. 

Petitioner believes the evidence will establish [88 ] 
that the fair market value of the oil royalties owned 
by Dominguez Estate Company at June 5, 1941, 
did not exceed $3,000,000.00. 

In the ease of Francis Land Company, Joint Ex- 
hibit 2-B shows the assets and liabilities upon the 
values of which the parties have agreed. Your Honor 
will note that, aside from the 5,499 shares of Domin- 
guez Hstate Company stock owned by Francis Land 
Company, all of the other assets of Francis Land 
Company had a value of only $83,000.00, and that 
its liabilities were $85,000.00. Francis Land Com- 
pany owned no oil properties. It therefore is clear 
that the only asset of Francis Land Company of 
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any consequence here—and the only one upon which 
the parties have not stipulated a value—is its con- 
trolling interest of 5,499 shares in Dominguez Estate 
Company. 

Joint Exhibit 3-C is a similar statement for Carson 
Estate Company. Carson owned, as heretofore 
stated, a few oil royalttes—landowner’s royalties, as 
in the case of Dominguez Estate Company. Joint 
Exhibits 12-L(1) and 12-L(2) give similar estimates 
with respect to the oil properties as in the ease of 
Dominguez Estate Company, and are similarly lim- 
ited in scope. They reveal that the probable future 
barrels of production are 2,590,000 barrels, and that 
Carson Estate Company's royalty interest is 398,796 
barrels. 

Other assets of Carson Estate Company, as shown 
on [89] Joint Exhibit 3-C, are the 1,785 shares of 
Francis Land Company stock and 1,353 shares of 
Dominguez Estate Company stock, the values of 
which are at issue; and its other assets—securities, 
ranch real estate and other real estate—are shown 
at stipulated fair market values as of June 5, 1941. 

In other words, the parties have agreed upon the 
fair market values of all assets involved in this pro- 
ceeding except: 

(1) The oil properties and the stock of Dominguez. 
Estate Company ; 

(2) The stock of Francis Land Company; 

(3) The oil properties and stock of Carson Estate 
Company. 

Various other facts have been agreed upon and 
are included in the joint exhibits. 
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4-D, 5-8, and 6-I* show the earnings and dividends 
paid by the three companies, respectively, from 1927 
through May 31, 1941. The parties have stipulated 
that said earnings up to December 31, 1940 ave the 
correct earnings without taking into account per- 
centage depletion, except for cost depletion as shown 
on said exhibits. 

Since the companies are on the cash basis, the 
earnings shown on said exhibits for the five months 
in 1941 preceding the date of gift do not necessarily 
give a true [90] picture of the earnings for that 
period, and consequently another exhibit for each 
company, 4-D(1), 5-E(1), and 6-I(1), have been 
stipulated, showing the earnings for the entire year 
1941 and 5/12ths thereof. 

Joint Exhibits 7-G through 10-J show approxi- 
mate allocations, so far as possible, of general and 
administrative expenses and earned surplus adjust- 
ments for Dominguez Estate Company and Carson 
Estate Company. 

Joint Exhibits 18-M through 15-O are lists of the 
stockholders of the three corporations as of June 4, 
1941. 

I might state at this point that all of the companies 
are personal holding companies. 

Joint Exhibit 16-P is the chart, a copy of which 
has heretofore been handed to your Honor, and the 
last four exhibits 17-Q through 20-T, are maps of 
the oil properties of Dominguez Estate Company 
and Carson Estate Company. We have extra copies 
of said maps which it may be well to refer to during 
the trial. 
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The parties have stipulated that figures as of May 
31, 1941, may be taken to be the figures as of the 
date of gift five days later. 

in the case of Virginia Caldwell, Docket No. 
75983, the petitioner, on August 11, 1941, made gifts 
of 100 shares of Domingnez Estate Company stock 
and 105 shares of Francis Land Company stock. 
The only issue in that proceeding is [91] over the 
fair market value of said shares, the Commissioner 
having determined a deficiency in gift tax of 
$18,641.51. 

Jn her gift tax return for 1941 petitioner reported 
the 100 shares of Dominguez Estate Company stock 
at $340.00 per share, or a total of $34,000.00. The 
Commissioner determined the value to be $950.00 
per share, or a total of $95,000.00. 

Petitioner reported the value of the Francis Land 
Company stock at $374.00 per share, or a total of 
$39,270.00 for the 105 shares. The Commissioner 
determined a value of $1,045.00 per share, or a total 
of $109,725.00. 

The valuation date in the Caldwell case is so 
close to that in the Cotton case—August 11 and 
June 5,—barely more than two months—that the 
patties feel a long trial in each proceeding would 
be unwarranted and an imposition upon the court. 

The evidence will show, if your Honor please, 
that the values of each of the three stocks involved 
here were dependent in large measure upon the oil 
proprties of Dominguez Estate Company and that 
the latter of course are wasting assets. It will also: 
show that they were at the peak of production just 
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prior to the basic date and that the operation is in 
substance a liquidating affair. That is to say, the 
Dominguez Estate Company is not an ol] company 
out in the market buying other oil fields with the 
idea of continuing in [92] the oil business in- 
definitely. 

It will also be shown, if vour Honor please, that 
the general investment market at June 5, 1941, was 
very unsettled and that good stocks actively traded 
in were selling at comparatively low figures. It 
will also be shown that investors are extremely 
hesitant to buy stock—particularly minority stock, 
as we have here—in closely held family personal 
holding compames. The evidence will show that 
these companies were caught in a strangling tax- 
squeeze, so to speak, brought about as your Honor 
knows, by the enactment of the personal holding 
company surtax. In other words, these companies 
are hound to be lqnidating affairs for they must 
distribute all their earnings each year or leave them 
to the government in surtaxes. 

If your Honor please, I apologize to my associate, 
Mr. Arnold, certified public accountant, associated 
in this case. I would like to enter his appearance. 
Mr, Hugh G. Arnold. 

The Court: He is admitted to practice before 
the court? 

Mr. Mackay: Yes. I would like to offer a stip- 
ulation. 

Mr. Melville: May I make an opening statement, 
if you are through? 

Mr. Mackay: Iam sorry. [93] 


CD) 
) 
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OPENING STATEMENT ON BEHALF 
OF RESPONDENT 


By Mr. Melville 


Mr. Melville: I think Myr. Mackay made a very 
excellent opening statement and has outlined to the 
court the issues and problems involved. 

As far as the respondent is concerned I will 
limit mine to simply stating that probably the first 
decision the court will have to reach is the value of 
the oil rovalties in the Dominguez Estate Company. 
As to those the government contends they are 
worth between $450,000.00 and $500,000.00. 

Mr. Mackay: Stipulate that. 

Mr. Melville: $4,500,000.00 to $5,000,000.00. Hay- 
ing reached whatever decision the court does with 
respect to the value of those oil royalties, the court 
will then have before it the value of all underlying 
assets, as well as earnings, dividends, and other 
factors on which to base an opinion as to the value 
of the stock of the Dominguez Estate Company. 

As to the value of the stock of Dominguez Estate 
Company respondent believes that the evidence will 
show that that value is at least in the amount set 
forth in the statutory notice, or $950.00. 

Going then to the second company, the Francis 
Land Company, each share of stock in the Francis 
Land Company is represented by 1.1 shares of stock 
in Dominquez Estate [94] Company. The respond- | 
ent, therefore, contends that the value of the stock 
in Francis Land Company is worth at least. 
$1.045.00. 
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Going then to the third corporation, the only 
underlying factors which the court might want to 
consider in arriving at an opinion as to the value 
of the Carson Estate Company stock, which is not 
already agreed to, is the value of the oil royalties. 
As to those the government believes the evidence 
will show a value of from $275,000.00 to $300,000.00. 

Having arrived at such value as the court thinks 
proper for those oil rovalties, it then has ail the 
factors including the value of the underlying assets, 
earnings, dividends, so forth, on which to reach a 
value as to the stock of the Carson Estate Company. 
And as to that stock the respondent believes the 
evidence will show the value was at least $600.00, 
which was used in the issnance of the statutory 
notice. 


Mr. Mackay: Your Honor please, I would now 
like to make a formal offer of the stipulations and 
exhibits. You have them, I think, your Honor. 

The Court: Very well. 

The stipulation of facts, to which has been at- 
tached the exhibits referred to, numbered and 
lettered as counsel indicated, may be handed to the 
clerk and will be filed and [95] constitute a part 
of the record in this proceeding. 

Mr. Mackay: J should lke to offer here a stipu- 


Jation signed by both parties for consolidation of 
these two cases. 


Lhe Court: Very well. Thank you, gentlemen. 
The stipulation may be filed in each of the cases. 
Off the record. 


94 Victoria L. Cotton vs. 
(Discussion off the record.) 


The Court: On the record. 

Mr. Melville: I might point out at this time, 
vour Honor, there has been a very slight error in 
three exhibits, but we will explain that to the court 
by stipulation perhaps tomorrow. 

The Court: Off the record. 


(Discussion off the record.) 


The Court: On the record. 
My. Mackay: IJ wall call Mi. Wents 


EVIDENCE ON BEHALF OF PETITIONESS 


Thereupon, the petitioners, to maintain the aver- 
ments of their petitions, introduced the following 
proof: 


JOHN H. WENTS, Jik:, 
ealled as a witness for and on behalf of the Peti- 


tioners, having been first dulv sworn, was examined 
and testified as follows: 


The Clerk: State your name for the record. 
The Witness: John H. Wents, Jr. [96] 


Direct Examination 
By Mr. Mackay: 


Q. Myr. Wents, are you a resident of Los An- 
geles? A. J anm. 

Q. You have been for some time? 

A. I have. 
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(Testimony of John H. Wents, Jr.) 
Q. How long? 
A. The greater part of 19 or 20 years. 
Q. Will von please tell the court your occupa- 
tion ? 
A. Iama consulting geologist and engineer. 
Q. How long have vou been a consulting geolo- 
cist and engineer? A. Since 1939, 
eS) A. Yes, 
Q. What are your educational qualifications? 
A. I attended Stanford University during the 
years 1923-1927. I attended the University of 
Southern California between the years 1934 and 
1939, 
Did you get a degree in enginecring? 
oO, TP Gita ritere, 
By whom are you employed now? 
I am employed by myself as a consultant. 
As a consultant? 
As a consultant. [97] 
What has your experience as a consultant 


i a ae 


been ? 

A. My experience as a consultant has been I 
went into the business in 1939. At that time I was 
employed by the Dominguez Estate Company, the 
Carson Estate Company and the Watson Land 
Company. Since that time I have been employed 
by J. Paul Getty, Harold C. Morton, C. H. Lebow 
and George A. McNee, George D. Nordenholt, 
Kohlbush & Morton, Miller & Miller, Royal Petro- 
leum Company, Pacific American Oil Company, 
errs. Oil Company, St. Francis Oil Company, H. 


| 
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(Testimony of John H. Wents, Jr.) 

M. Halloway, MacMillan Oil Company, George 
Machris (Wilshire Oil Company), Pettyjohn Drill- 
ing Company, Pacific Western Oil Company, 
George FE. Getty, Inc., and by a number of banks, 
including the Corn Exchange Bank, New York. 

Q. Ina general way, can vou tell us the scope 
of your activities as consulting engineer and 
geologist ? 

A. These are quite broad. As a geologist I ex- 
amine and report upon potential oil properties, 
either Improved or undeveloped or developed, semi- 
improved. As an engineer I oversee, superintend 
and plan initial development of oil properties, their 
production and development after the oil has been 
discovered and attend to many and varied details 
with respect to them. 

IT have been employed in many instances as an 
appraiser of oil properties and mining properties. 
Tneluded in that work I have done the work for the 
various banks. And during the last three or four 
years I have been consulted and [98] employed on 
nearly every case that has come before the Lands 
Division of the Department of Justice? 

Q. ‘To determine what? 

A. The fair market value of various oil and gas 
and mineral properties. 

Q. That were taken over by the government? 

A. In the process of thei condemnation, yes. 

Q. In that work have you had occasion to make 
valuation of oil royalties on oil properties? 

A. In my employment, prior to the time I went 
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(estimony of John H. Wents, Jr.) 
into the consulting business for myself, | was em- 
ployed as chief geologist and appraiser for Diver- 
sified Royalties, Ltd. 

Q. When was that? A. 1932 to. 1959. 

@. What were your duties there? 

Pe loeaoproise ollevoyaliy iiterests) (iat eane 
offered to that company for purchase. 

Q. What was the nature of that company’s busi- 
ness? A. Dealers in oil rovalties. 

@. Buying and selling oil royalties? 

A. Buying and selling oil royalties. 

@. Did you act as consultant there in deter- 
mining values? 
TI appraised many million dollars of royalties. 
Oil royalties? [99] 
OiSirovaliies: i that capacity. 
Mostly, I suppose, in Southern California? 
Yes, in Southern California. Prebablv two- 
thirds of the interests involved in production in 
Southern Cailfornia. ‘The other one-third in pro- 
duction in other fields in California. 


BS ee 


@. In your appraisal work there did you value 
the oil royalties so far as the land owner interest 
was concerned ? 

A. Many landowner royalty interests. 

Q. Have you ever bought and sold oil royalties 
yourself ? A. Only in a minor way. 

@. Have you been employed by the banks and 
financial institutions to appraise oil royalties or oil 
properties ? A vies, aL Iheave, 

Q. To what extent? 
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(Testimony of John H. Wents, Jr.) 

A. From time to time the banks, including the 
banks I mentioned, the Corn Exchange and Chase 
National Bank, have called upon me to voice my 
opinion with respect 70 the fair market value of 
various oil royalty interests which have appeared 
in the estates and what not, and in which the bank 
has acted upon. 

@. You speak of the Corn Exchange Bank and 
Chase National. They are in New York? 

A. New York banks. Local banks would in- 
clude the Bank of America, the Security-First 
National Bank, the California [100] Bank; proba- 
bly most of them. 

Q. What other experiences have you had in 
valuations ? 

A. When I finished Stanford University in 1927 
T went to work for the Marland Oil Company in 
the valuation and research department, at which 
time I was directly under the employ of Carl Beal. 
I remained in that employ until 1929; during which 
time I worked on many valuation problems. 

In 1929 IT went to work for the Associated Oil 
Company in the petroleum engineering division. I 
was transferred to the geological department, and 
for four years was resident geologist and engineer 
in the central-coastal area, during which time I 
had occasion to appraise properties in the hght of 
desirability of selling or purchasing for the ac- 
count of the Associated Oil Company. 

Q. Have you any further things you want to 
mention with respect to qualifications? 
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(Testimony of John H. Wents, Jr.) 

A. I probably have missed a number of my 
employers in the past. 

Q. Now, Mr. Wents, since 1939 have you been 
emploved by the Dominguez Estate Company and 
the Carson Estate Company ? A. Yes, I have. 

Q. Tell the cout just what your duties have 
been there with respect to them? 

A. Dominguez Estate Company and the Carson 
Estate Company own some very important oil and 
gas lands here in [101] Southern California. They 
saw fit to employ me to look after their interests, 
they being the landowner. And in that instance 
in the course of that employment I have made care- 
ful observations and studies of the production of 
the wells which had been drilled upon the property 
previous to the date of my employment, those wells 
which have been drilled since the date of my em- 
ployment, and all production to date of the individ- 
ual wells of each of the Jeases. I have reported 
on various phases of reservoir performance. I have 
outlined to my emplovers at their request certain 
practices which should be called to the attention of 
the operating company, with respect to the future 
operation or the operation as of a date, of the 
properties, and in a general way just interpreted 
the leases and followed through and watched over 
the production and development. 

Q. You are familiar with the production from 
the wells, are you, since 1938? A. Jam. 

Q. Including 1938? BN, il Gb0M. 

@. And even prior? 
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(Testimony of John H. Wents, Jr.) 

A. Oh, yes; from the inception of production on 
the individual wells. 

Q. Now, will you please tell the court how many 
leases or where the land is located? J! mean the 
Dominguez Hstate [102] Company. Have you a 
map, Mr. Wents? 

A. I have a number of maps. It takes three 
maps or four maps really to show the Iceation of 
these lands. 

Q. Could you get them on this board some way? 

A. If could if I had some thumb tacks. 

The Court: Off the record. 

(Discussion off the record.) 

The Court: On the record. 

By Mr. Mackay: 

Q. Now, Mr. Wents, is that a map of the oil 

properties of the Dominguez Estate Company? 


tad 


A. That is a map of the Dominguez oil field. 

@. Of the field? 

A. Upen which are shown certain of the leases 
of the Dominguez Estate Company, as well as other 
leases. 

Q. How many leases did Dominguez have on its 
lands? 

A. There are 13 separate operators and proper- 
ties involved. 

Q. In other words, 13 separate leases? 

A. There may be a couple more leases, because 
we have moved them in certain instanes here (in- 
dicating). 

Q. At least 13 separate leases ? 
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(Teshiimony of Jol EH: Wents, Ja*) 
A. 13 separate, distinct properties, so far as 
we are concerned. 
Q. Can vou point those out to the court? [103] 
A. With respect to those on Domingnez Hill I 


ean. The Shell Company 
Q. Do you kave a red pencil you can mark that? 
The Court: Off the record. 
(Discussion off the record.) 
Miereourt: Cn tlie record. 


By Mir. Mackay: 

Q. Well now, Ma. Wents, referring to Joint 
Exhibit 17-Q, copy of which you have in your hand, 
and the court has and counsel has, will you explain 
to the court where the land of the Dominguez 
Estate Company is located? 

A. The land of the Dominguez Estate Company 
upon Joint Exhibit 17-Q has been outlined in red. 
Land which is jointly owned or on a joint lessor- 
ship by Dominguez and Carson Estate Companies 
is shown cross-hatched in blue and red. 

Q. Is that on the same exhibit? A. Yes. 

Q. What do you mean by ‘‘cross-hatched’’? 

A. Cross-hatched, diagonal lines across the 
pareel. 

Q. I see. That one large piece there in red, is 
that known as the Reyes lease? 

A. The large central piece shown on the map is 
the Reves lease. 

Q. There is one there, the Tidewater Associated 
Oil [104] Company, DeFrancis lease. Is that 
owned by Dominguez lease? 
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(Testimony of John H. Wents, Jr.) 

A. That is owned by the Dominguez Estate. We 
refer to it as the DeF rancis. 

Q. The Shell-Manuel, is that the name of a lease? 

A. The Shell-Manuel is owned by the Dominguez 
Estate Company. 

Q. ‘There are oniy three leases shown on this? 

A. No. In the lower right-hand corner of the 
map is a lease we refer to as the Shelbar lease. 
That lease is a hundred-plus or minus acres. 

To the left of that particular lease, in the lower 
part of the map, is the lease we refer to as United 
Oil Well Supply. 

Q. Is that marked on there? 

A. Only as a designation over the well. 

The Court: It is only marked 46-plus acres; is 
that right? 

The Witness: 46-plus acres is the size of that 
particular lease. Above the central or Reyes lease, 
up in the lower left-hand corner of a property 
marked as Carpenter, is a piece of property two 
acres in extent, in which the royalty is shared be- 
tween the Dominguez and Carson Estate Companies. 


By Mr. Mackay: 

Q. On an equal basis? [105] 

A. No, it is not upon an equal basis. One-ninth 
of the royalty is payable to the Dominguez Estate 
Company. One-eighth is payable to the Carson 
listate Company. 

Q. What other oil property has the Dominguez 
Company under lease? 

A. On the map, designated as Joint Exhibit 
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18-R—that is the next map in the series—there are 
five properties outlined in red. Commencing with 
the upper left-hand one, those leases are designated 
as the Wood-Callahan Oil Company. That prop- 
erty is owned by Dominguez Estate Company end 
the lease covers 140-plus or minus to that acres. 

To the east of that, or left of that, is the lease 
we designate J. E. Pettijohn-Jergins Oil Company 
lease. That property is owned by Dominguez 
Estate Company and consists of 345 acres. 

Then over still further to the east is a little 
property of eight-plus or minus acres, which is 
operated by the C.C.M.O. Oil Company. 

@. Who is the C.C.M.O.? 

A. Chanslor-Canfield-Midway Oil Company. 

Then moving across to the west again we have 
two properties over there. The Royal Petroleum 
Company lease, consisting of 114 acres, owned by 
Dominguez Estate Company, and the George F. 
Getty, Inc., 15 acres less. 

Now, in reference to that latter property we [106] 
sometimes use the designation Standard-Getty lease 
because of the fact our rovalty has been paid by 
the Standard Oil Company in the past. 

Now, Joint Exhibit 19-S shows a single property, 
Dominguez Estate property, in the very central por- 
tion of the map area. That property consists of 
one city block, about 4.5 acres, and is operated by 
the Holly Development Company. 

Now, Jomt Exhibit 20-T. In this instance the 
Carson Estate Company and Dominguez Estate 
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Company entered into a community lease for the 
development of approximately 300 acres of land; I 
mean as of this date. That 300 acres of land is 
shown on Joint Exhibit 20-T. The operator of the 
major portion of these lands is the Hilldon Oil 
Company. In the central portion of the Hilldon 
lease is a lease we designated here as the Victory 
Oil Company lease. They are the operators. ‘The 
Dominguez and Carson Estate Companies are the 
landowners. The split between the two landowners 
is slightly in the favor of the Carson Estate Com- 
pany by less than a half a per cent. 

Q. Is that all the oi properties of the Dominguez 
tistate Company ? 

A. Yes, they are. They do happen to be shown 
en these maps. Also, the properties of the Carson 
listate Company, but they are separately designated. 

Q. Can vou point out to the court what proper- 
ties of [107] the Carson Estate are hsted? 

A. On Joint Exhibit 17-Q the property lying in 
the central left-hand portion of the map, Union Oil 
Company of California, Dominguez Oil Fields Com- 
pany, Carson lease. That property of 349-phis or 
minus acres is owned by the Carson Estate Com- 
pany. 

As pointed out, the Carson Estate Company has 
an interest in the oil produced from the two acres 
of the Carpenter lease. 

The Court: Are all these one-sixth interest roy- 
alties? Is that what they are? 
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Q. What are they, Mr. Wents? 

A. Your Honor, they are various royalties. We 
will show in each case what the particular interest 
is. Generally one-sixth, unless otherwise noted. 

Joint Exhibit 18-R, that is the second map of the 
series, and that would be in the central right-hand 
portion of the map where there is a small triangular 
piece of land outlined in blue, approximately five 
acres in extent, and referred to by us as the Stand- 
ard-Carson lease. 

Q. Is that on Joint Exhibit 18-R? 

A. Yes. 

Q. I see a three-cornered 

A. A little triangular section. [108] 

Q@. Section 13? 

A. Yes. As explained with reference to Joint 
Exhibit 20-T—— 

The Court: You leave out 19-S because there 
is nothing on 1t? 

The Witness: There is nothing on 19-S owned 
by the Carson Estate Company. 

On Joint Exhibit 20-T. I have explained the 
ownership of the lands there as being vested in 
both the Dominguez Estate Company and the Car- 
son Estate Company. 

The Court: That is all shown in the criss-cross 
red and blue marks? 

The Witness: It is. 

By Mr. Mackay: 
Q. Mr. Wents, I will ask you if this is the lease 
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of the amendments on the Reves lease vou speak 
about you identified to the court. 

A. That is the original lease between the Union 
Oil Company and the Shell Oi] Company with re- 
spect to the property we refer to as the Reves lease. 

Q. What is that other document vou have in 
vour hand? A. That is an agreement. 

Q. This, by the way, is dated 31st day of August, 
1923? 

A. Yes. That is an agreement which was 
entered into subsequent to that lease. [109] 

Q. That is dated what date? 

A. 1936, I beheve; August 25, 1936. It is with 
respect to the Reyes lease. 

@. An amendment? 

A. Really it is an amendment to the Reyes lease. 

My. Mackay: I think these may both be offered 
as one exhibit. 

Mr. Melville: No objection. 

The Court: Just a moment. Let’s complete 
these numbered exhibits first. You have used 
through 20-T; haven’t you? 

Mr. Mackay: For joint exhibits. 

The Court: For joint exhibits. 

Mr. Mackay: That is right. 

The Court: It may simplify our numbering and 
help us if we arbitrarily start with Petitioners’ 
Exhibit No. 21 for the next number, and let re- 
spondent start with AA for his first number of a 
separate exhibit. 

Mr. Mackay: That is quite all right. 
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Mr. Melville: Very well. vour Honor. 

The Court: We will mark the documents ten- 
dered as the Reves lease as Petitioners’ Exhibits 
21 and 22, since there are two of them. They are 
fastened together. Mark them Petitioners’ Exhibits 
21 and 22. ‘There being no objection, they will be 
received. [110] 

(The leases referred to were marked and re- 
ceived in evidence as Petitioners’ Exhibits 21 
and 22.) 

[ Petitioners’ Exhibits 21 and 22 set out in 
full in Book of Exhibits. ] 

Mr. Mackay: Could I indulge the court and take 
those tonight and get extra copies photostated to 
give to my opponent? 

The Court: You may do so. 


By Mr. Mackay: 

Q. Now, Mr. Wents, I think vou stated it was 
your duty to watch the production of the well since 
you went there and also to study the prior produc- 
tion ? A. Yes. 

Q. Can you tell what the average daily produc- 
tion was in 1938, 1939, 1940 and 1941, up to the 
basic date June 5, 1941? 

A. I can refer to my records? 

Q. Yes. 

A. In order that the figures may be understood 
and may be weighed I have reduced it to rovalty 
barrels in this instance. That gives 


@. That is all we are interested in, is royalty 
barrels. 


108 Victoria L. Cotton vs. 


(Testimony of John H. Wents, Jr.) 

A. I have started this in—what vear do you 
want, 1930? 

Q. 1938. [111] 

A. 1938. In 1938 the total royalty barrels was 
845,870 barrels to the Dominguez Estate Company. 

The Court: Will you pardon the interruption? 
What does that mean? Does that mean estimated 
future production or the annual produetion for that 
year, or what? 

The Witness: hat is the annual production 
translated to royalty barrels from the property, all 
properties of the Dominguez Estate Company for 
the year 1938. In other words, in place of taking, 
say, a blanket one-sixth of the total gross produc- 
tion from all leases, this figure respects the differ- 
ent royalty rates had on the various leases. 

The Court: Well, you gentlemen may under- 
stand what he means; I am not sure I do. 

The Witness: That is the actual barrels of roy- 
alty oil. 

The Court: That is the number of barrels that 
if oi! had been divided in kind on the basis of, 
Dominguez Estate would have received that number 
of barrels? 

The Witness: In barrels of oil. 

The Court: TI see. 

The Witness: Yes. 

The Court: AI right. 

Mr. Melville: Could we have that last question 
and answer, please? 

(The record was read.) [112] 
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The Witness: The year of 1939, 585,731 barrels. 

The vear of 1940, 520,448 barrels. 

The five months of 1941, 229,159 barrels. 

Mr. Mackay: i introduced the leases and amend- 
ment in the Reyes lease. I think it is agreeable 
to counsel that the other leases—we have a great 
many of them and we don’t want to encumber the 
reeord—that the other leases are in substantially 
the same terms as this lease. 

Mr. Melville: It may be so stipulated. 

The Court: Very well. 


By Mr. Mackay: 

Q. Now, the Dominguez Estate Company didn’t 
operate any wells; did it? 

A. No, they did not. 

Q. Approximately how much time have you de- 
voted to Dominguez Estate properties since 1939, 
and particularly the time between 19389 and June 5, 
1941? I will withdraw that. 

A. Approximately half-—— 

@. I beg vour pardon? 

A. Approximately half my time, I would say, 
during that period of time. 

Q. Isee. How often would you visit the field, 
approximately ? A. From three to 
Q. Every day, or every week, or what? [113] 

A. From three to five times a week. 

Q. From three to five times a week? 

A. Yes. 

@. You have done that continuously since you 
were employed by them? 
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A, During certain periods of time it might have 
dropped down to once or twice a week. Sometimes 
it has increased to twice a day. 

Q. But, in any event, you were there at least 
several times a week? 

A. Yes, I have been. 

Q. That is, watching production and watching 
the wells, looking out for the interests of Dominguez 
Estate Company? A. Yes, that is very true. 

Q. And the Carson Estate Company? 

A. And the Carson Estate Company. 

@. Have you made an appraisal of the oil roy- 
alty properties in the Dominguez Estate Company 
as of June 5, 1941? A. I have. 

Q. ‘Tell the court what the basis has been for 
your examination and appraisal. 

A. The appraisal I made of the oil royalties of 
the Dominguez Estate Company, as of Jime 5, 1941, 
was in the light of certain expected productions 
from each of the leases, which had been agreed by 
stipulation. [114] 

Q. You are familiar with the stipulation? 

A. Yes, I am familiar with it. 

Q. You are familiar with the exhibits? 

A. Yes, Iam. In making this appraisal I fol- 
lowed, to a measure, the so-called analytical ap- 
praisal method, inasmuch as rates of production 
had been agreed upon by stipulation. Annual pro- 
duction for future years were translated to revenue; 
again on the basis of figures agreed to by stipula- 
tion. 
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The Court: Let me see if I understand that. I 
am not trying to cross examine the witness, but I 
want to see if I understand it. 

Mr. Mackay: It is quite all right. 

The Court: You have agreed upon a projected 
estimate as to the production that might reasonably 
be expected from the different leases; is that what 
you mean? 

Mr. Mackay: Yes, if yeur Honor please. We 
were confronted with this. We have agreed, as the 
stipulation shows, upon the oil reserves, estimated 
oil reserves at that basic date. And we have gone 

Mr. Melville: No. I believe that has been con- 
verted, Mir. Mackay, into probable future rovalty 
income; hasn’t it? 

The Witness: No. 

Mr. Mackay: Let’s read the stipulation. [115] 

The Court: I didn’t mean to interrupt. I was 


trying to find out if I was following correctly. 
My. Mackay: You are quite right. I am glad 
you did. I call your Honor’s attention to page 5, 
paragraph (k) of the stipulation wherein it says: 
“Joint Exhibit 11-K(1) is the estimated 
amount, in barrels of oil, of ultimate probable 
future production from known oil reserves of 
all oil properties owned by Dominguez Estate 
Company on June 5, 1941, together with the 
royalty share of the Dominguez Estate Com- 
pany therein.’’ 
And it goes ahead and explains what the estimated 
probable future production by calendar years is, 
and so forth. 
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The Coume losee 

Mr. Mackay: That agrees upon the estimated oil 
reserves as thereim stated. 

‘Joint Exhibit 11-K(2) is a computation; 
based upon said Joint Exhibit 11-K(1) and 
upon an agreed price per barrel of oil, said 
price being net revenue per barrels of royalty 
oil received from January 1 to May 31, [116] 
1941. The estimated probable royalty income 
by calendar vears is based upon the assumption 
that production will be in accord with the rates 
set forth in Joint Exhibit 11-K(1).” 

The Court: That answers mv question, I think. 
I am sorry if I disturbed you by interpolating the 
question. 

The Witness: No. 

The Court: You may proceed with vour answer, 
Mr. Wents, if you can. 


By Mr. Mackay: 

Q. Do you want the reporter to read the last 

statement ? A. Yes, it would help me. 
(The answer was read.) 

The Witness: Then, in accordance with the 
method of approach used, I translated annual reve- 
nues to the so-called present worth figures. Lastly, 
I translated present worth to fair market value. 


By Mr. Mackay: 
Q. Did you make an appraisal of the fair mar- 
ket value of each rovalty interest ? A. I did¥ 
Q. Will you please state to the court what you 
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mean by present worth? You say you made an 
analytical appraisal and reduced it to present 
worth. [117] 

A. It has been my experience that future rev- 
enues or earnings must be translated to present 
worth before they can be translated to fair market 
value. Now, I base that entirely upon my experience 
in many years of dealing and appraising—i base 
that entirely upon my experience in dealing, buying 
and selling of oil rovalties, and appraisal of oil 
properties. 

Q. Now, what steps did you take to reduce that 
to present worth? 

A. I translated annual incomes, expected annua! 
incomes to present worth, by the use of a 10 per 
cent discount table or 120 per cent. 

Q. Is that typically known as the Hoskhold’s 
Formula? 

A. Basically following the Hoskhold’s Formula, 
taking into consideration in this case the income— 
half the income is had as of the central portion 
of the vear. . 

Q. Referring io the Reyes lease, what was your 
present worth figure that vou arrived at In your 
analytical appraisal ? 

A. The present worth fignre which is an only 
indices of value, in my estimation, 1s $4,172,321.00. 

Mr. Melville: May I have that again, please? 

The Witness: $4,172,321.00. 


By Mr. Mackay: 
Q. Well now, after you determined, or after 
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making a study of the stipulation and the exhibits, 
in the light of [118] the knowledge you had of the 
company and its operations, what did vou do after 
you had computed what you e¢all the present worth? 


A. My next step was to reduce the present worth 
figures to the figure I call fair market value or 
appraised worth. The two terms being synonymous 
in this instanee. 

I have found that by using a discount, the dis- 
count being 43-1/3 per cent, with respect to present 
worth, I arrive at fair market value. 

Q. 48-1/3. vou say? A. 43-173. 

@. Yes. 

A. However, I do it the opposite way by multi- 
plving by 56-273. 

Q. Why do you use that? Why do you discount 
present worth by that figure to get fair market 
value? 

A. That figure was arrived at from a study of 
many, many transactions in royalties, landowner 
rovalties and their equivalent of gross overriding 
rovalty, one being basically the same as the other, 
trading with people who knew what they were trad- 
ing in, where the sellers were completely familar 
with what they were selling and the buyers were 
familiar with what they were buying, that figure 
happens to be the mean of the average trading. In 
other words, the figure which is meant on the street 
in trading of rovalty [119] interests. 

Q. You use that same method in valuing the oil 


Comm’y of Internal Revenue 115 


(Testimony of John H. Wents, Jx.) 
properties for the government in its condemnation 
proceedings? 

A. When oil royalties are involved, ves, I use 
exactly the same method. 

Q. Will you please explain to the court how you 
arrived at 48-1/3 per cent? 

A. The figure of 43-1/3 per cent was found to 
be the figure dictated by experience. In other words, 
in the buying and selling of royalties. The reason 
why buyers and sellers do not trade on present 
worth probably is—I should say reasons are mani- 
fold, are many. 

Q. What are some of the reasons? 

A. Likely one of the major reasons is that they 
are a little bit doubtful regarding the work of us 
engineers with respect to estimated ultimate pro- 
duction. Generally they are doubtful, with our esti- 
mate of rate of production, that is, annual rates 
of production or the timing of the production. 

Then again a buyer wishes to receive more interest 
on his money and the seller generally has some 
place to put the money which would be more ad- 
vantageous than holding it in the royalties. 

The many things which would result in the appli- 
eation [120] of this discount and this amount would 
probably take a long, long time, and I couldn’t 
think of all the reasons why or analyze the reasons 
why it is applied. It is my experience, my knowl- 
edge, it is applied. 

The resultant answer after applying this, in this 
instance, to an appraisal which is figured on the 
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basis of a 10 per cent discount factor, this discount 
only applies in the place of a 10 per cent discount 
factor, and would reduce that present worth figure, 
which has been had, to fair market value. 

@. Well, what, in your opinion, was the fair 
market value on June 5, 1941, of the Dominguez 
Oil Company interest in the Reyes lease? 

A. In the Reyes lease? 

Q@. Yes. 

A. The fair market value of the Dominguez 
Estate Company Reyes lease was €2,364,329.00. 

Q. Well now, what do you mean bv fair market 
value, Mr. Wents? 

A. The price which would be lhkely to be had 
from a trade between a willing buver and a willing 
seller, both having full knowledge of conditions 
with respect to the property. 

Q. Now, in your experience of valuing oil royal- 
ties, what was the name of that company? [121] 

A. Diversified Royalties, Ltd. 

@. Had you followed the same method ? 

A. I followed it the last several years I was 
employed by them. It took me the greater part of 
two and a half years to figure it out, and the last 
two and half years I followed it. 

Q. Now, Mr. Wents, referring to the DeFrancis 
lease, did you follow the same procedure there as 
vou did in the Reyes lease? A. Exactly. 

Q. Did you determine the present worth there? 

A. Yes. 

Q. What was your present worth figure? 
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A. My present worth figure is $192,068.00. 

Q. What, in your opinion, was the fair market 
value on June 5, 1941, of the royalty interest of 
Francis Land Company in the Del rancis lease? 

A. That is the Dominguez Estate Company. 

Q. That should be Dominguez Estate Company ? 

A. The fair market value of the Dominguez 
Estate Company, DeF rancis lease, is $109,549.60 as 
of June 5, 1941. . 

The Court: May I ask a question? 

NMireMackay: Yes. 

he Court: Are figures contained in these ex- 
hibits that the witness is basing this wpon? In other 
words, [122] do you have your stipulated projected 
or estimated figures of dollars? 

Mr. Mackay: That is right. 

The Court: That appears in one of these cx- 
hibits? 

My. Mackay: Yes. That is in Exhibit 11-K(2), 
I think, your Honor. I will check and see. I think 
that is it. Your Honor please, -K(1) is the number 
of barrels. 

The Court: Yes. 

Mr: Mackay: And then, I think, -K(2) is the 
dollars. 

The Court: I see. Now, you are really talking 
about what is shown, or he just finished on his two 
million-odd dollar figure, giving his estimate of the 
fair market value of the column that is shown 
there in your sub total of seven million-odd dollars 
under the Reyes lease? 
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The Witness: Yes. 

The Court: Now he has gone to the DeFrancis 
lease ? 

The Witness: Yes. In that instance, your Honor, 
we have not recited so far in this testimony the 
rovalty dollars which might accrue in the ultimacy. 
We have just gone to present worth and appraised 
worth, 1s what we have done. Those figures having 
been derived, however, from the application of the 
discount factors to the figures which sum to this 
$7,790,000.00-—— 

The Court: Jn a general way what you do is you 
[123] take, for instance, in this DeFrancis lease, 
vou take $292,000.00 and you reduce that to present 
worth by 10 per cent discount formula? 

The Witness: That is correct. 

The Court: Which gives, you say, in the neigh- 
borhood of $170,000.00 ? 

The Witness: $192,968.00 in that ease. 

The Court: Then vou reduce? 

The Witness: ‘T'o fair market value. 

The Court: By multiplying it by 56-278, or the 
same as reducing it 43-1/3 per cent? 

The Witness: That is correct. 

The Court: That give you what figure? 

The Witness: $109,349.00. 

The Court: I see. Thank you. 

By Mr. Mackay: 
Q. Well now, turning to the Manuel lease for 


the Dominguez Estate Company, did you also go 
through the same process there with respect to 
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determining present worth? ee alice 

Q. What was vour figure for present worth? 

A. $53,582.00. 

Q. Was that by using a 10 per cent discount 
factor? A. It was. 

Q. Will you explain to the court just what that 
10 per [124] cent discount factor is. in a general 
way? 

A. A great many years ago a man by the name 
of 


The Court: I don’t believe I care to have him 
explain it in any detail. IT think I know a little 
about it. 

Mr. Mackay: I will withdraw the question. 

The Witness: I could give vou the factors I 
used. 


By Mr. Mackay: 

Q. Never mind. I made a mistake. I think you 
have stated your present worth figure of $53,582.00? 

Ace L cid, 

Q. What, in your opinion, was the fair market 
value of the royalty interest of the Dominguez 
Hstate Company in the Manuel lease on June 9, 
1941? 

A. The fair market value of the rovalty interest 
of the Dominguez Estate Company in the Manuel 
lease, as of June 5, 1941, was $30,363.00. 

Q. I think the next one is the Carpenter well. 

A. Yes. 

Q. What did you determine the present worth 
of that? 
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A. The present worth of the Dominguez Estate 
Company interest in the Carpenter well as of June 
D, 1941, was #4,696.00. 

Q. What was your opinion of the fair market 
valve on that date? 

A. The fair market value on that date was 
€2,656.00. [125] 

Q. Now, let’s refer to the Selbar lease. Did you 
also work out vour formula for determining present 
worth ? 

A. I followed the same procedure. 

Q. What was the present worth figure? 

A. The present worth of the Dominguez Estate 
Company interest in the Selbar lease as of June 5, 
1941, was $5,907.00. 

Q. What, in your opinion, was the fair market 
value on that date? 

A. The fair market value was $3,383.00 as of 
June 5, 1941. 

Mr. Melville: I didn’t get the figure. 

The Witness: $3,383.00. 

By Mr. Mackay: 

Q. I call you attention to the United Supply 
well. 

The Court: I wonder if we couldn’t shorten it 
by taking all of the balance on that exhibit and ask 
him the question and let him give us the figures. 
Won’t that shorten it? 

Mr. Mackay: I think I can make it faster. I 
would like to have it, if I could, individually. 

The Court: Very well. 
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Mr. Mackay: I will speed this wp. 

The Court: I am not trying to hurry you. 

Mr. Mackay: I understand, but it could be done. 

The Court: Verv well. 
By Mr. Mackay: 

Q. On the United Supply well, what was your 
present worth as of June 5, 1941? 

A. $2,896.00. 

Q. What, in your opinion, was the fair market 
value? 

A. The fair market value of the Dominguez 
Estate interest as of the same date was $1,641.00. 

Q. Will vou just go ahead and give those figures, 
the present worth and the fair market value of 
the Standard-Getty lease, please? 

A. he present worth, $4,443.00. The appraised 
worth $2,518.00. 

Q. What do vou sav in respect to the Royal 
Petroleum lease? 

A. The present worth, $80,236.00. The appraised 
worth or fair market value, $45,467.00. 

Q. How about the C. C. M. 0.2 

A. The present worth in C. C. M. O. $3,565.00. 
Fair market value, $2,020.00. 

Q. Holly Development venture? 

A. Holly Development, the present worth $25,- 
629.00. The fair market value $14,523.00. 

Q. The Hilldon-Caminol lease? 

A. The present worth of the Dominguez Estate 
Company [127] interest is $16,814.00. The appraised 
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worth of the same interest, $9,528.00. That is the 
fair market value. 

Q. The Wood-Callahan lease ? 

A. he present worth $86,626.00. The appraised 
worth or fair market value $49,088.00. 

Q. What about the Pettyjohn-Jergins-Lebow- 
McNee lease? 

A. The Pettyjohn-Jergins-Lebow-McNee lease, 
the present worth $117,346.00. The fair market 
value $66,496.00. 

Q. That is all of the Dominguez Estate Com- 
pany; isn’t it? 

A. Yes, that covers the property. 

Q. What is the total appraised value today for 
all of these? Have you added those up? 

A. Yes. 

@. Can you give that, please? 

A. The total fair market value of the interest 
of the Dominguez Estate Company as of the basic 
date was $2,701,361.00. 

Q. Now, with respect to the Carson Estate, I 
call your attention to Carpenter well one-third 
interest. Will you give the present worth and fair 
market value on that? 

A. The interest of the Carson Estate Company 
in the Carpenter well has a present worth of $1,- 
638.00, and a fair market value of $928.00. 

Q. What about the Hilldon-Caminol lease of 
Carson Estate? [128] 

A. The Carson Kstate interest in the Hilldon- 
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Caminol lease has a present worth of $17,042.00 and 
a fair market value of $9,657.00. 

Q. What about the Uniton-Carson lease of the 
Carson Estate Company ? 

A. The Union-Carson lease, which is owned com- 
pletely by the Carson Estate Company, has a present 
worth of $287,883.00, and a fair market value of 
$163,135.00. 

Q. Standard-Carson lease? 

A. The Standard-Carson lease has a_ present 
worth of $782.00 and a fair market value of $443.00. 

Q. What is your total for the Carson Estate 
Company fair market value? 

A. It is $174,163.00. 

Mr. Mackay: Jf your Honor please, I think that 
I wonld like to recess, please, for a short time. 

The Court: Very well. 

Mr. Mackay: I think the reporter needs a rest. 

The Court: I think she does, too. 

(Short recess taken.) 
By Mr. Mackay: 

Q. Mr. Wents, have you the average daily pro- 
duction in 1938 and 1939, 1940 and up to the first 
five months of 1941? 


A. In royalty barrels do you mean? [129] 


Q. Yes. A. Yes, I have. 
Q. Of the total properties of the Dominguez 
Estate Company ? A. Yes, I have. 


Q. What are they? 
A. The daily royalty barrels for the Dominguez 
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Hstate Company for the years 1938, 1939, 1940 and 
the five months of 1941 are as follows: 


The Court: Now, ave these figures in the exhibit 
we have? 

Mr. Mackay: No, they are not. 

The Court: It is rather difficult to read them 
into the record accurately and get them accurate, 
and we have to make up a table. Wherever it is 
convenient [ would like to have, instead of the wit- 
ness reading them into the record, his schedule 
introduced as an exhibit. 


I am not telling vou to do that in every instance. 

Mr. Mackay: We will do that. We will submit 
one tomorrow. 

The Witness: If I can prepare one from the 
sheets here, why, yes. 

Mr. Mackay: Can you prepare one tonight and 
bring it in the morning? 

The Court: It is much easier to work on and 
we [180] are more apt to be accurate. 

Mr. Mackay: My. Wents, can vou work that up 
tonight and have it here in the morning for us? 

The Witness: Yes. 

Mr. Mackay: I think that is all. 

Mr. Melville: May I ask vour Honor what time 
the court may adjourn for the evening? 

The Court: Off the record. 

(Discussion off the record.) 
The Court: On the record. 
You may proceed. 
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Cross Examination 


By Mr. Melville: 


Q. Mr. Wents, do you have with you the price 
of oil per barrel which you used in converting the 
barrels of oil into estimated future royalty income 
for each lease? 

A. Yes, I can read those off. 

Q. Could you prepare a chart, in line with what 


off 


his Honor has indicated he would like to have 
the record. 
The Court: Off the record. 
(Discussion off the record.) 
The Court: On the record. 


ov Ma, Melville: 

Q. In your direct examination, M1. Wents, you 
referred to many, many royalty transactions which 
formed the basis of [131] your arriving at the figure 
of 43-1/3 per cent? a CES. 

Q. Do you have the details as to those many, 
many royalty transactions ? 

A. JI have in my files, I believe, considerable 
records, 

Q. Would you brmg them to court tomorrow, 
please ? 

A. If Iean’t get them tomorrow I will have them 
here the next day. It depends on how much I can 
go through the files. I will try my best to have 
them ready for you. 

Q. Do you know offhand how many of those 
transactions you used in arriving at the figure of 
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43-1/3 per cent? A. ‘No, I don’t omlamd 
Q. Well, those are the ones that we would be 
interested in; if you would bring those please, it 
would be appreciated. 
The Court: Very well, we will suspend at this 
time until 10:00 o’clock tomorrow morning. 
(Whereupon, at 4:50 o’clock p.m., a recess 
was taken until 10:00 o’clock a.m., Tuesday, 
October 9, 1945.) [132] 


[Title of Tax Court and Causes. | 


PROCEEDINGS 
October 9, 1945, 10:15 a.m. 


The Clerk: Docket No. 2257, Victoria L. Cotton. 
Whereupon, 
JOHN H. WENTS, JR. 
resumed his testimony as follows: 
Direct Examination (resumed) 
By Mr. Mackay: 


. Mr. Wents, you were requested last mght to 
” 
prepare 


Mr. Melville: Are you going to resume direct? 

Mr. Mackay: Yes. I had him prepare a state- 
ment of the daily production. 

Mr. Melville: I just want to keep the record 
straight, because the cross examination had started. 

Mr. Mackay: Had you started? 

Mr. Melville: Yes. 
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The Court: Do you wish to examine him further 
upon 


Mr. Melville: I have no objection. I want to 
make the record clear on that point. 

Mr. Mackay: I think it would be a little better 
if I clear this point up, if it is agreeable with you. 

Mr. Melville: No objection. 

The Court: Very well. 


By Mr. Mackay: 

Q. You were requested yesterday, Mr. Wents, to 
prepare a table of production from each lease show- 
ine the average [137] daily production for the years 
1938, 1939, 1940, and the five months of 1941. 

Ee _Y eS, 

Q. Have you done so? A. Yes. 

Q. Is this it here (indicating) ? 

A. Yes. I had better put them in order. I have 
done it for both the Carson Estate properties and 
the Dominguez Estate properties, as requested. 
There are five properties. That is the Dominguez 
Estate (indicating). 

Mr. Mackay: Your Honor please, I should lke 
to offer this in evidence. 

The Court: Is there objection to the receipt of 
this document? 

Mr. Melville: No objection. 

The Court: It may be received in evidence as 
Petitioner’s Exhibit No. 23. 

(The document referred to was marked and 
received in evidence as Petitioner’s Exhibit 
No. 23.) 
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By Mr. Mackay: 

@. Have you a similar one for Carson? 

A. Yes, I have, but in typing this it has been 
noted the daily average should be down here (indi- 
cating). The double lined numerals are the daily 
average royalty barrels. 

Q. You mean the last figiwe on this one should 
be the [188] daily average (indicating) ? 

A. Yes. It so happens that the number of days 
is the multiple I divided the vearly production by. 

Q. You mean the daily average should be below 
the days? A. That is correct. 

Mr. Mackay: If your Honor please, I should like 
to offer this in evidence. 

The Court: Very well. This document entitled 
‘Royalty Barrels By Year, Carson Estate Com- 
pany’’ may be marked and received in evidence as 
Petitioner’s Exhibit No. 24. 

(The document referred to was marked and 
received in evidence as Petitioner’s Exhibit 
No. 24.) 


By Mr. Mackay: 

Q. Now, Mr. Wents, you gave your opinion as 
to the fair market value of the various oil prop- 
erties here yesterday. Did you check that opinion 
with other indices you are familiar with? 

ie Mes, did: 

Q. Will you please explain to the Court about 
that ? 

A. There are a number of ways of checking an 
estimate of fair market value against the yard- 
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sticks which are used by the man on the street, 
by some oil operators. Among those yardsticks are 
the measurements of the value of oil in the ground, 
royalty barrels of oil in the ground. Another yard- 
stick is the price paid per daily barrel. A third 
one is the [139] pay-out, monthly pay-out. 

In the use of these vardsticks there it is common 
to use the production for a period of time, say, one 
month to six months prior to the valuation day. 

Now, in mv checking I found that with respect 
to the Reves lease, which is the major unit of value 
of the oil in the ground, that is, 6,333,383 barrels 
of royalty oil which I appraised as having a fair 
market value of $2,364,329.00, was equivalent of 
37-1/3 cents per barrel in the ground. 

Then based upon the average of the five months 
of 1941, previous to our valuation date, the royalty 
barrels per day average we divided into my figure 
of fair market value and it gives a worth of 
$1,805.00 for daily royalty barrel. 

With respect to pay-out, the average royalty 
barrel for the five months previous to June 5, 1941, 
would have to be produced continuously for 49 
months in order to pay out, in accordance with 
my appraised worth figure. 

Now, with respect to the totals, approximately the 
same relation shows. Now, based upon a total fer 
both the Dominguez Estate Company and Carson 
Estate Company, the oil in the ground is figured 
at 3414 cents a barrel. The daily royalty barrel 
rate is $1,894.00 per daily royalty barrel. I believe 
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those figures are fair figures in the light of what 
ig common in royalty trading. 

Mr. Mackay: You may take the witness. [140] 


Cross Examination 
By Mr. Melville: 


@. Mr. Wents, yesterday you were asked to 
prepare a chart showing the price per barrel of 
oil you used in arriving at your estimate. Do you 
have that prepared? 

A. Yes, I have. Mr. Melville, these were the 
prices I not only used, but the prices which were 
agreed upon in the stipulation. 

Q. That is my understanding. A. Yes. 

Q. This is for Dominguez; this is for Carson? 

A. Yes, these are the names of the leases and 
the figure to the right is the price per barrel. 

Mr. Melville: Your Honor, in an attempt to 
dispose of as many of the facts in this ease by 
stipulation as possible, extensive conferences were 
held between both parties, and we tried to agree 
upon the fair market value of these oi] royalties. 
Failing in that, we went back to the faetors which 
must be considered in arriving at the fair market 
value of the oil royalties, to see if we could not 
agree upon those. Those factors are first, the num- 
ber of barrels in the ground; second, the rate of 
exhaustion, how fast is it anticipated it might come 
out; third, the price which it is reasonable to assume 
will be received for the barrel of oil after it comes 
out of the ground at some future date. [141] 
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We did agree on all those factors and reduced 
them to net royalty income for the years from 1941 
through 1965. 

Now, subsequent to preparing that exhibit, which 
is in evidence, other exhibits have been prepared 
to go back and show the factors which made up that 
exhibit, namely, the oil in the ground; and two, the 
rate of exhaustion. I am simply completing the 
picture now by offering in evidence a page which 
shows the price per barrel which was used by both 
parties in arriving at the factors which have gone 
into the exhibit which shows probable future royalty 
income. 

I offer at this time as Respondent’s Exhibit AA, 
IT believe, the report prepared by Mr. Wents set- 
ting forth the agreed price per barrel which was 
used in connection with the other exnbits which 
are in evidence. 

The Court: Is there objection to the document? 

Mr. Mackay: No. If your Honor please, I may 
state we have stipulated that and it is Just a ques- 
tion of working out the mathematics. I certainly 
have no objection to that. 

The Court: It will be received as Respondent’s 
Fixhibit AA. 


(The document referred to was marked and 


received in evidence as Respondent’s Exhibit 
AA.) 


[Respondent’s Exhibit AA set out in full 
in Book of Exhibits.] 
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By Mr. Melville: 

Q. Mr. Wents, you testified yesterday that you 
had recently appeared as a witness before the 
United States District [142] Court in a valuation 
proceeding. Is that correct ? 

A. I testified I had appeared and one of the 
cases was recent. 

Q. Recently. 

A. I did not say that yesterday, but one of the 
eases had been recent. 

Q. I understood you to say you had been re- 
cently a witness for the government? 

A. That is true, yes. 

Q. Was that a case before the United States Dis- 
trict Court? A. Yes. 

@. Did you testify in that case as to a value 
of around $10,000.00? 

A. Yes, I believe so. 

@. Did the jury find the value of around $20,- 
000.00, or twice your figure? 

A. The jury found a value which was composed 
of two units, which was around $20,000.00, I be- 
lieve. 

@. I believe you also said yesterday that you 
had had experience in valuing oil properties in the 
light of selling and in the light of purchasing? 

A. Yes. 

Q@. Did you value them differently ? 

A. No. [148] 

Q. If you were valuing oil properties for a 
prospective purchased, you would value it in the 
same way that you would value it if you were 
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valuing it for a prospective seller? 

A. I would furnish the prospective purchaser 
and/or the prospective seller with my idea of the 
fair market value of the royalty upon which I had 
been requested to make an appraisal. 

Q. Would you use the method you have used 
in this case? A. Yes. 

Q. Then you would arrive at the same value 
whether you were furnishing it to the prospective 
buyer or to the prospective seller? 

A. Yes, I would. 

Q. You testified that you had valued oil royal- 
ties for Diversified Royalties, Ltd? 

Emel cide 

Q. Do you have any opinion as to—has the 
Diversified Royalties gone into bankruptey? 

A. The Diversified Royalties did go into bank- 
ruptey. 

Q. Was that due, in you ropinion, to the fact 
you valued the oil royalties for the purchaser, by 
Diversified Royalties, in the same formula you 
valued it for the sale of Diversfied Royalties? 

A. I did not value for the sale of Diversified 
Royalties. 

Q. Your testimony is you made no valuation for 
Diversified Royalties with respect to sales? [144] 

A. JImade certain exhibits for Diversified Royal- 
ties, not appraisals. I prepared certain exhibits. 
The Diversified Royalties appraisals were prepared 
by outside engineers; that is, with respect to the 
selling. 
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@. With respect to the buying? 

A. With respect to the buying, | prepared the 
appraisals with respect to the buying; that is, nm 
a great number of instances. Sometimes my work 
was checked by the employment of another ap- 
praiser. 

Q. What connection did your father have with 
Diversified Royalties ? 

A. My father was vice-president of Diversified 
Royalties, I believe. 

Q. What was your connection ? 

A. TI was an employee of Diversified Royalties 
for a time. I held a nominal title of vice-president. 
I never had any voting capacity. 

Q. Did vou sell royalties to Diversified Royal- 
ties? A. No. 

Q. Did your father? 

A. Not that I know of; he may have. I was with 
Diversified Royalties a much shorter time than 
my father was with them. 

Q. Did the Securities and Exchange Commis- 
sion ever conduct an investigation into Diversified 
Royalties? [145] : 

A. The Securities and Exchange Commission ? 

@. That is right. 

A. Not that I know of. 

Q. Did the Corporation Commission of Cali- 
fornia ever conduct an investigation into the oper- 
ation of the Diversified Royalties? 

A. Yes, it did. 

Q. Do you have with you or available any copies 
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of appraisals that you made and_ submitted to 
Diversified Rovalties ? AL No, I donor: 

Q. You couldn’t obtain them, even by tomorrow ? 

A. I obtained from my files certain of the in- 
formation requested of me yesterday; that I had 
compiled. However, with respect to the appraisals 
made for Diversified Royalties, I am not sure 
whether I have any of that material in my files 
or not, excepting in very sketchy form. 

Q. Yesterday you read into the record the fig- 
ures from 1938 to 1940, inclusive, and for the five 
months of 1941 as to the oil royalties of Dominguez 
Estate Company, and it showed it declined from 
845,870 barrels in 1938, and so forth. Do you have 
those figures ? 

A. Those are the figures I had copied, and were 
furnished to you. 

Q. Do you have them in front of you? 

A. Yes, I have them. [146] 

Mr. Mackay: It is in this exhibit (indicating). 

Myr. Melville: It was just as much in evidence 
yesterday, too. 

Ny. Mackay: I am sorry. I was just trying to 
be helpful. 

The Court: Off the record. 

(Discussion off the record.) 

The Court: On the record. 


By Mr. Melville: 

Q. Now, Mx. Wents, in going back to 1958 and 
reading forward to 1940 and the first five months 
of 1941, it showed a declining rate; didn’t it? 


136 Victoria L. Cotton vs. 


(Testimony of John H. Wents, Jr.) 

A. hese figures disclosed a declining rate, yes. 

Q. If you go back to 1927, what does it show? 

A. My figures do not go back to 1927. They 
go back to 1930. 

Q. They go back to 1930. What was the figure, 
corresponding figure ? 

A. The total royalty barrels produced from 
Dominguez Estate leases for the year 1930 was 
383,756. 

®. Do those figures, from the years 1930 to 1988, 
show a gradual increase in production ? 

A. They show a gradual increase to the year 
of 1938, yes. 

Q. That is what I wanted to bring out. Now, 
Mr. Wents, does the federal government by any 
rulings or regulations [147] curtail the production 
of oil? 

A. The federal government does not curtail the 
production of oil in California. 

@. Does the State of California curtail the pro- 
duction of oil or have they curtailed the production 
of oil in the State of California? 

A. The State of California does not curtail the 
production of oi! in California. 

Q. Does anybody curtail the production of oil 
in California, Mr. Wents? 

A. Yes, a conservation committee curtails the 
production of oil in California. 

Q. All right. Does that curtailment of produc- 
tion of oi] have any direct bearing on the facts that 
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there has been a decrease from 1938 to 1941 in the 
amount of oi] produced ? 

A. It has some bearing, yes. 

Q. Thank you. You went into considerable detail 
yesterday in valuing each of the leases of the Domin- 
euez Estate Company and of the Carson Estate 
Company ? Ave Medi: 

Q. Do I understand your testimony to be in 
each case you used, first, a 10 per cent discount 
factor, and second, a 48-1/3 discount factor? 

wi Ile 

Q. Are you familar with a term used in the 
oil industry [148] as a ‘“‘blue chip”’ property or 


a ‘“‘blue chip” lease? A. No, I am not. 
Q. Do you consider all of these leases to be 
of equal value? AS No, 1 downai 


@. Which lease do you consider to be best? 

A. The Reyes lease. 

@. And of the total amount of oil in reserve 
in all leases, does the Reyes lease represent some- 
thing, about 90 per cent of the total? 

A. The relationship between 6-1/3 million and 
8-4/10 million weuld express it. 

. Do you have a slide rule? 

A. No, I have not, with me. 

Q. Which would you say was the least desirable 
lease? 

A. I would say probably, if any of the leases 
were in question regarding desirability, the unex- 
plored areas of the Torrance lands would have the 
most. 
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Q. But you did value all of the leases by using 
exactly the same discount factors for the Reyes 
lease, which comprises substantially all of the oil 
reserves right straight through, including all of the 
leases which are of less desirability? 

A. Yes. However, in the use of that factor those 
things are weighed out and the answer comes out 
much differently in the end. For example, the oil 
in the ground in the Reyes lease [149] is valued 
at approximately 40 cents a barrel. The oil in the 
ground on the Torrance leases is only valued at 
14 cents a barrel. 

-Q. And you feel that that difference justifies 
using the same formula for each lease? 

A. Why, the answer, the justification of the use 
of the formula—because different answers are had 
—the formula is just a means of arriving at the 
you couldn’t 
put a blue chip against a brown chip, if you want 
to use those terms, or a sound royalty against a 
speculative royalty by using the approach I used. 


value. The values will not be one 


Q. And is this same method of valuing by dis- 
counting 10 per cent and then 43-1/3 per cent, is 
that the method you used in valuing royalties for 
Diversified Royalties? A. Yes, it is. 

Q. Under the leases involved, did the leasors 
have the right to receive the oil in kind at their 
option ? 

A. Yes, depending upon the exercise within 
certain periods of time. 
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Q. It was within their option to take the oil 
in kind if they wanted it? 

A. ‘That is correct. 

Q. <And prior to 1940 the fee owner had, from 
time to time, taken royalty in kind; had it not? 

A. From certain properties. Not from oil prop- 
erties at all times. [140] 

@. When they did so, they sold it to purchasers 
for bonus prices of more than 20 cents per barrel 
above the posted price of oil which the lessee was 
required to pay; is that correct? 

A. I believe the Socal contract was based on 
about that. 

The Court: What contract? 

The Witness: Soeal, the name of a refining com- 
pany. 

The Court: Some of these terms are unfamiliar 
to the reporter. 

The Witness: S-o-c-a-l. 


By Mr. Melville: 

@. Was about at that figure? 

A. Iam not sure. 

@. Wouldn’t you say that each time the lessors 
chose or elected to take oil royalty in kind it was 
for a price advantage? A. No, I would not. 

Q@. What other purpose would there be to take 
oil in kind, rather than the royalties at the posted 
price? 

A. May I explain that the Dominguez Estate 
Company has taken the oil in kind from the Reyes 
lease for many years. The Shell O11 Company is 
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the operator of the property by letter agreement 
between the Dominguez Estate Company and the 
Union [151] Oil Company. The Union Oil Company 
takes the Reves oil, the rovalty share of the Reyes 
oil, and pays it at the same price as posted by the 
Union Oil Company and adopted by the Shell Com- 
pany in the field. 

@. That is as to the Reyes lease? 

A. The Reyes lease. 

Q. Wasn’t the oil from the Reyes lease ever 
sold at a bonus above the posted price? 

A. That question was answered. Yes. 

Q. Now, the oil prices that you used m your 
valuations do not include any possible future 
bonuses in excess of the oil, posted oil prices; do 
they? A. No, they do not. 

@. You said yesterday that you discounted prob- 
able future royalties to present worth by using the 
Hoskhold’s Formula, and you started to tell the 
Court about that formula but were interrupted, I 
believe, after saying, ‘‘A long time ago a man 
named——”’ A. That is right. 

Q. Your introductory remarks started hke a 
fairy tale. I would like to hear the rest of it. 

A. The Hoskhold’s Formula is a formula wpon 
which the present value of a dollar returnable—is 
payable some years hence, one year or a fraction 
or a year or many years hence, at a certain rate 
of discount. It is calculated, in other [152] words, 
a dollar which is coming to you six months hence 
at the rate of 10 per cent is equivalent to 95 and 
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a fraction cents in your pocket today. It goes on 
down the list. A dollay which is due two years 
hence is worth 86 and a fraction cents. 

Now, the formula or the table used is just en 
adoption of the Hoskhold’s Formula, based upon 
the factor and recognizing the fact that royalty in- 
comes are received monthly. And it compensates 
for that because the dollar does not come to you 
at the end of a specific period of time, but comes 
to you during a period of time. 

Q. Does the Hoskhold’s Formula use one dis- 
count factor or two? 

A. The Hoskhold’s Formula on the 10 per cent 
table is one discount factor, as I used. Maybe in 
certain cases the Hoskhold’s Formula involves two 
discounts. 

Q. I know. You said vesterday that you didn’t 
have a degree in engineering. Don’t you know thai 
a formula is something definite rather than some- 
thing variable? 

A. The formula that I used—I can recite the 
formula I use. 

Q. We are talxing about the Hoskhold’s For- 
mula. Does it contain more than one discount fac- 
tor? 

A. I am not sure. I did net derive the tables. 
I use the tables, but I did not derive the tables. 

Q. Do you have a copy of Hoskhold’s book en- 
titled ‘‘Engineers’ Valuing Assistant’’? 

A. No, I do not. 

@. Have you ever read it? 
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A. I have read parts of it. 

Q. Why didn’t vou read it all? 

A. Beeause I wasn’t interested in it all. 

@. Are you following the Hoskhold’s Formula? 

A. No, I am following an adaptation of the 
Hoskhold’s Formula, derived by Dr. Burt of the 
Shell Company. 

Q. Where did you get your information regard- 
ing the Hoskhold’s Formula? , 

A. I suppose I was first introduced to it in 
Brown's “Valuation of Oil Lands.” 

Do you know who Hoskhold was? 

He was an Englishman, I believe. 

What period of time did he live? 

In the early 1800’s, I believe. 

. Does the Hoskhold Formula contain a sink- 
ing fund factor? 

A. Certain of the Hoskhold Formulas contain 
sinking fund factors. 

Q. You mean there is more than one Hoskhold 
Formula ? 

A. There are different uses of the Hoskhold 
Formula, according to the Hoskhold textbook, and 
according to the uses— [154] I mean the reprints 
of portions of the Hoskhold’s text you have a series 
of inter-rates, inter-tables worked out whereby the 
present values can be read, directly read, based 
upon—or the present value factor can be read 
direct. Certain of those tables embody sinking 
funds; certain of them do not. 

Q. Is it your testimony now there is more than 
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one Hoskhold’s Formula, or only one and various 
applications of it? 

A. There is probably one and various applica- 
tions; I am not sure. 

Q. Don’t you know? A. No, I do not. 

@. You do not know whether there is more than 
one Hoskhold’s Formuta? 

A. Iam of the opinion there is more than one 
Hoskhold’s Formula, each for a different purpose. 
It may be that my opinion is wrong and there are 
only variations. 

Q. That being the case, when vou decided to 
use the Hoskhold’s Formula, how did you select the 
ohe you wanted to use? 

A. Tused the 10 per cent factor consistently in 
all of my appraisals, for the simple reason that the 
answer that I get from that is only a part of my 
ultimate answer. It is not the answer to the prob- 
lem; it is a part. 

My professors in college dwelt upon that a lot. 
I probably followed their lead in the using of the 
factors. They [155] might have perhaps differed 
in the choice of 6 per cent, 7 per cent, 8 per cent, 
9 per cent, or 10 per cent. Or they might have re- 
ferred to sinking funds in them. I chose, for my 
purposes, the 10 per cent table and I use that ex- 
clusively because then I can reduce it to my figure 
of fair market value. If there is any other table 
used by a different appraiser for my purposes, I 
translate it to 10 per cent. 


144 Victoria L. Cotton vs. 


(Testimony of John H. Weuts, Jr.) 

Q. Is it your opinion that 10 per cent is a rea- 
sonable rate of mterest ? 

A. I do not use the 10 per cent table to reflect 
a rate of interest or money worth. 

Q. Does the Hoskhold’s Formula provide for 
retirement of capital prior to the termination of 
the investment period? 

Mr. Mackay: Well, if your Honor please, I 
Gis 


The Witness: That is a sinking fund. 

Mr. Mackay: It seems to me his cross-examina- 
tion is improper. We didn’t go into the Hoskhold’s 
Formula vesterday. 

The Court: Well, I stopped him from gomg 
into it. I thought I knew something about what he 
meant by the Hoskhold’s Formula; I am not sure 
I do. We will let him proceed with the cross-exami- 
nation. 

My. Melville: I am proceeding on the theory the 
witness doesn’t, either. 

Mr. Mackay: We will keep on; you will find 
out. [156] 


By Mr. Melville: 
Q. Did you answer the question ? 
The Witness: Will you repeat the question ? 
(The record was read.) 
The Witness: There are certain tables provided 
in Hoskhold’s book which provide for retirement 
of principal, as well as interest. 


By Mr. Melville: 
Q. Isn’t it a fact that the Hoskhold’s Formula 
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has two rates of interest, one a speculative rate on 
the investment, and another, a safe rate on the 
sinking fund? A. Perhaps then I have 
Q. You can answer that yes or no. 
Pee eetinno:, Sure. 


Q. Does the Hoskhold’s Formula apply only to 
the valuation of equal annual income throughout 
the investment period ? 

A. I think im certain instances the tables are 
worked out on the basis of equal annual income; 
but other instances they are not. 

Q. You mean the formula would be the same 
formula and would be applicable to a situation 

A. I said there were probably more than one 
formulae. 


Q. lLet’s talk about the one you know about. 
Does that formula apply as well to a_ situation 
where you have equal annual meome as it does to 
one where you have diminishing annual income ? 

A. The one I use applies the same. 

@. Does the Hoskhold’s Formula apply equally 
to the situation where you have constant annual 
income, as well as to the situation where you have 
diminishing annual income ? 

A. The Hoskhold’s, I believe, applies to con- 
stant. 

Q. And does not apply to a situation where you 
have diminishing annual mecome ? 

A. Iam not sure, but I would say no. 

Q. Could you explain just how you modify the 
Hoskhold’s Formula in order to apply it in this 
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case for valuing equal annual income 


pardon me 
—to apply it in this case for valuing unequal an- 
nual income? 

A. In this case the table or the factors that are 
used takes into consideration that the mecome of 
all royalties is payable, or the income is payable 
monthly, and that the income had during the first 
period of the-year will be slightly greater than that 
had durmg the second period of the vear. 

@. Then it is your testimony, as I understand 
it, that you did not use the Hoskhold’s Formula? 

A. I used a formula derived by Dr. Burt of the 
Shell Company, a formula which I was taught was 
more adaptable for the purposes of oil valuation 
than the true Hoskhold’s Formula. 

Q. What is his name? A. Dr. Burt. [158] 

Q. Take the Reyes lease, Mr. Wents, what was 
its 1941 probable oi] income after June 5, 1941? 

A. Based upon the estimate which was made a 
part of the stipulation ? 

Q. That is nght. 

A. The seven months remaining in 1941? 

Q. That is right. A. $868,645.00. 

@. What was the discount factor which you used 
in discounting that to present worth? 

A. .9535. 

Q. Then you took off another 4381/3 per cent to 
get what you called fair market value? 

A. From the sum of the present worth accruing 
for each of the years—that is, accruing from the 
income for each of the years from 1941. 
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Q. I don’t beheve that is responsive to the ques- 
tion, Mr. Wents? 

A. In the ultimate I took off 431/3 per cent at 
the end. I didn’t do it by years. 

Q. If you didn’t take it off in the first year, I 
take it, you didn’t take it off until the very end? 

A. I took it off of the sum of the present worth. 

Q. At the very end, 1965? 

A. When I assumed my present worth, which 
is past 1965, [159] the answer I got there at that 
point, which was $4,172,321.00, was cliscounted by 
43.1/3 per cent; the answer being my opinion of 
the fair market value of the property, or $2,364,- 
329.00. 

@. As I understand your testimony, then, you 
didn’t apply that discount factor of 4831/3 per cent 
to any particulary year, but to the grand total? 

A. It is applied probably indirectly to each par- 
ticular year. I applied it to the grand total. 

@. But to no particular vear? 

A. No particular year. 

@. Does the Burt Formula, which you said you 
used, provide for applying the formula for each 
particular year or to anticipate for 20 years in the 
future and apply it at the end? 

A. No, the formula for each particular year. 

@. So that you didn’t follow the Burt Formula 
either ? DN eelencla cle 

@. But you didn’t apply your factors to each 
particular year; did you? A. Yes, I did. 

Q. You say you did, now? 
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A. Yes. I didn’t apply my 4821/3 pemteeniera 
each individual year; that was your other question. 
The Burt factors were applied to each individual 
year. 

Q. That clears that up. Mr. Wents, if you 
didn’t take that 481/38 per cent out of the first 
year’s income, what year £160] did vou take it out 
of? 

A. I didn’t take it out of any specifie year. I 
took it out of the total. 

Q. Then would that be taking it out pro rata 
for each year? 

A. It would have the effect of taking it out pro 
rata for each year. 

Q. Now, coming back to the first year, applying 
that then back to the first year, how many cents on 
the dollar was one barrel of oil worth, according 
to your appraised value? 

A. To the first year? 

Q. Yes. A. I would have to figure it out. 

Q. Would you do so now, hurriedly? Would 
you be surprised if L told you it was 54 cents on 
the dollar? 

A. It might be well to explain that the discount 
there of 4381/3 per cent anticipates the life of the 
property, whieh is extremely longer than a year. 
I would not deny the first vear’s income was worth 
more than the second year’s. I would also say the 
second year’s income would be worth more than 
the third. However, over a period of 25 years, with 
the various things that might be happening in that 
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period of time, then the composite of 481/35 1s ap- 
pheable. 

Q. Now, 481/38 then is derived, recognizing it 
is to apply over a period of years? [161] 

A. Over a period of years. 

Q. How long a period of years? 

A. I have used it mdiscriminately between 20 
and 30 years. If my income is coming to me faster 
that that, I change it. 

Q. Take your total valuation of $2,701,000.00 
for all the probably future royalties in all the de- 
veloped rovalties reserves of Dominguez Com- 


pany 

A, $2,701,361.00. 

(Q). what percentage rate of interest would 
an investor receive over and above income taxes on 
a return of his investment if he could buy those 
royalties at the value yon have placed on them? 

A. Will you repeat that question ? 

Mr. Melville: Yes. 

(The question was read.) 

The Witness: I do not know. 


By Mr. Melville: 

Q. If I should tell you that the rate of return 
would be 18 per cent compound interest for more 
than 25 years, would you be surprised ? 

A. I would be muchly surprised. 

Q. If we can establish that that is the correct 
percentage, would you be willing to change your 
opinion as to the valuation? [162] A. No. 

Q. Then what leads you to believe that such a 
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rate of interest is justified for such a high-class oil 
royalty as we are dealing with here? 

A. There is an assumption made there that is 
not logical. Providing that a guarantee might be 
had that the yearly rates of production and the 
incomes, as we have figured them here, would be 
had without failure, then my answer is wrong. But 
providing there might be, there is any number of 
things that might affect the production, the future 
production. 

Q. Are you getting away from the stipulation? 

A. Getting away from the stipulation? 

Q. Yes. 

A. We did not stipulate to value in the stipula- 
tion. 

Q. We have stipulated the probable future roy- 
alty income. 

A. That is an estimate I used as a guide in 
arriving at my figure of value. 

@. Using the stipulated figures as to probable 
future royalty income, if it were established to 
your satisfaction that that works out, working it 
backwards, to a percentage of 18 per cent compound 
interest, would you consider that to be a fair rate 
for oil royalties such as the Dominguez Oil Field? 

A. As you last state it, I think your answer may 
be right. [163] 

The Court: What do you mean by that? I don’t 
understand your answer. 

The Witness: He changed the wording of his 
statement there. And assuming that it could be a 
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guarantee these things would happen, then his 
answer may be correct ? 

The Court: His answer? 

The Witness: Or his statement. He made a 
statement. His statement may be correct. 

The Court: Very well. You may proceed. 


By My. Melville: 

@. What value did you attribute to the royalties 
from the Reyes lease of 1965? 

A. The present worth after 1965 of the income 
is $19,848.00. 

@. Did you apply your other factor of 4381/3 
per cent to that? 

A. Not specifically to that figure. 

Q. Why not? 

A. I apphed it to the aggregate of all the fig- 
ures, and that figures a part of the total. 

Q. Exhibit 11-K(2) has a subtotal of $7,459,- 
745.00, and a total of $7,790,000.00. Which of those 
did you apply your factors to? 

Mr. Mackay: What factors are you talking 
about ? 

Mr. Melville: 10 per cent and 4831/3 per cent. 

Mr. Mackay: If your Honor please, I don’t 
think we are trying to put a value in 1965 upon 
anvthing. We are trying to confine our values to 
June 5, 1941. The witness has not testified yet as 
to the fair market value in 1965 of any particular 
properties. It is not in issue, it is not proper cross- 
examination. 

It is true, so far as our estimated oi] reserves and 
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the probable rate they should come out of the 
ground, have been stipulated. Certainly, we haven’t 
gone into the fair market value in 1965, and there 
is no testimony along that line. 

The Court: If I wnderstand the witness cor- 
rectly, he apphes his 10 per cent factor on each of 
the years. 

The Witness: That is correct. 

The Court: And then after he did that, he added 
all those up and apphed the 48-1/3 per cent factor. 

The Witness: Yes, I think that is right, your 
Honor. That is correct. 

Mr. Mackay: And in doing that, to arrive at 
what he called present worth. Now, we are getting 
down here to determining fair market value, and 
that applies only to fair market value on June 5, 
1941, not 25 years from now. 

Mr. Melville: My questioning was directed to 
ascertaining what, in the opinion of this witness, 
the 1941 value is or was of the future royalty in- 
come stipulated as [165] probable on Exhibit 11- 
K(2); the 1941 value of the right to receive sub- 
sequent to 1965 the royalty income stipulated. 


By Mr. Melville: 

Q. Is the question clear? 

The Court: Do you understand the question, 
Mr. Wents? 

The Witness: Yes, I do. 

The Court: You may answer it, please. 

The Witness: The answer would be 56 2/3 per 
cent of $19,848.00. 
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The Court: Where do you get the $19,848.00? 

The Witness: There is 1,611,000 barrels of oil, 
which will be produced, 11 accordance with the 
stipulation, after the year of 1965. The royalty 
share on that number of barrels of oil is $268,500.00. 
The price agreed upon for the oi] throughout that 
period was $1.23, which gives $330,255.00 of ex- 
pected income to be had after 1965. 


By Mr. Melville: 

Q@. What was that figure again? 

A. $330,255.00. ‘The discount factor I applied 
to that, to compensate for its deferment, was .0601, 
which is about the discount for approximately the 
30th year. 

The present worth of that income, that is, what 
it would be worth in accordance with those dis- 
count tables is $19,848.00. And as far as appraised 
worth is concerned, following [166] my system, I 
might analyze that figure and say it is worth prob- 
ably 56 2/3 per cent of it. 

Q. Now, Mr. Wents, would you advise your em- 
ployers to sell, or would you have advised your 
employers in 1941 to sell their right to receive that 
$330,255.00 following 1965 for the insignificant sum 
of $19,848.00? 


A. I think I can truly say yes to that question. 

The Court: His answer was 56 per cent of the 
$19,000.00 ? 

The Witness: Yes; taking all the factors into 
consideration I could say yes. 
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Mr. Melville: I didn't get your Honor’s com- 
ment. 

The Court: His figure was 56 per cent of the 
$19,000.00. 

The Witness: Yes. 


By Mr. Melville: 

Q. That would make it how much? 

A. Roughly about $9,500.00, something like 
that; $10,000.00. 

Q. Would you advise vour emplovers today, Oc- 
tober, 1945, to sell that right to receive that much 
money, $330,255.00 following 1965, on the same 
basis of appraisal as you have testified to here? 

A. Taking the factors into consideration, go into 
this appraisal and analysis of that which will come 
after 1965, I [167] would sav yes. 

Q. Yesterday I asked you, Mr. Wents, to pro- 
duce a complete list of the rovalty sales data upon 
which you relied for your arriving at the discount 
factor of 4381/3 per cent. Do you have that data 
with you this morning? 

A. I eouldn’t compile a complete list because 
there were many, many, I told vou. However, I 
have lots of the data available. 

The Court: We will suspend at this time for a 
brief recess. 

(A short recess. ) 


By Mr. Melville: 

Q. Mr. Wents, I believe you testified yesterday 
that one of the factors which vou took into consid- 
eration in arriving at your opinion of fai market 
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value was the assumption that the seller would have 
a place to put his money which would be more ad- 
vantageous to him than to leave it tied up in oil 
Toyaliies; is that correct” 

A. You will have to repeat that because I 
missed, I might have missed part of it. I want to 
be sure about it. 

Q. I want you to be sure. I believe your testi- 
mony vesterday was to the effect that one of the 
factors which you took into consideration, in ar- 
Tiving at the fair market value, that is, the value 
at which the willing buver and the willing seller 
would meet and agree, was that you presumed the 
seller [168] would have a place to put his money 
which would be more advantageous to him than to 
leave it in the oil royalties. 

A. To be a willing seller, I believe that that fac- 
tor would come into existence, ves. 

Q. Can you suggest to this Court any place 
where a prospective seller could put his money, 
which would be more advantageous than to put nine 
thousand some dollars down on the line in 1941 for 
the right to receive, not a life annuity in 1965, but 
an estimated amount of money totaling $330,255.00 ? 

A. Well, that is bevond my province as an engi- 
neer and geologist. I would say that problem should 
be referred to an investment man. 

Q. Then vou don’t know of any place that money 
could be better invested than that; do you? 

A. I would say it would be a poor investment, 
myself; the nine thousand or whatever that figure 
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is, to share in the oil which might be produeed from 
that property after 1965, in accordance with our 
stipulation. 

Q. <Aren’t you getting away from the stipula- 
tion? 

A. No, I am not getting away from the stipula- 
tion. 

Q. According to the stipulation and your testi- 
mony there will be received in all probability sub- 
sequent to 1965 oil royalties in excess of $300,000.00. 

A. Subsequent to 1965, that is true; how much 
subsequent, I don’t know. [169] 

Q. Now, Mr. Wents, yesterday I asked you to 
bring to court not all of the sales data which your 
files might disclose, but only those which you used 
in arriving at this formula or discount factor of 
431/3 per cent. You said yesterday, I believe, that 
that 43 1/3 per cent was the mean between, or was 
the average of the various sales which were actually 
made, which you had analyzed ? 

A. Yes, that is true. 

Q. That is correct? A. Yes. 

Q. Do you have in court the sales which you 
analyzed and which resulted in your arriving at 
this average of 431/32 

A. I have a record of the sales which will dis- 
close that that 1s the substance. I have a record 

Q. In what form is that record? 

A. It happens to be in this form (Cndicating). 
I cite the royalty, the lease, the field, the percentage 
of which this transaction was a part, the price at 


fad 
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which it was figured per barrel of otl, the discount 
factors, the per cent worth factors, the present 
value. I cite who the royalty was bought from, the 
date of the purchase, the purchase price, and the 
relationship of the purchase price to the present 
value as figured in the 10 per cent formula. That 
is my compilation. 

Q. This folder you gave me, Mi. Wents, contains 
15 or 16 pages similar to the one which is gee 
“Superior Oil [170] Company 

A. Yes. 


Q. That means that there were 15 or 16 sales 


ease’ 


that you analyzed in arriving at your percentage 
of 431/32? 

A. There so happens to be 15 or 16 in that 
folder, but there probably are many, many more. 
There are many more. 

Q. How many did you analyze in order to ar- 
rive at your 4381/3? 

A. I was in the business of appraising royalties 
for Diversified Royalties for approximately five 
years. The purehsse of royalties by that organiza- 
tion, during that five years, amounted to approxi- 
mately a million dollars a year. Probably there 
were ten million dollars or more of royalties sub- 
mitted to that corporation, and in each case analysis 
was made of the present worth of that future in- 
come. I set forth a price which I figured was the 
fair market value or the fair price for the royalty 
interest. Included in that compilation is only a 
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few, but there is enough of a swing there that it 
shows the average, in my estimation. 

Q. Well, now, is it your testimony then that if 
we will take these 15 or 16 sales and do just as 
vou said, average them all up to figure the rela- 
tionship between the purchase price and the actual 
sales price, that we would arrive at a figure of 
43. 1/3? 

A. Yes, the arithmetical average is around 
4311/3. But [171] the weighted average would be 
much lower than that. 

Q. When did you arrive at that value figure of 
43 1/3 per cent? 

A. J arrived at that probably some time in 1936 
or 80. 

Q. You have been using it ever since? 

A. I have. 

@. Then if you have used that in—you have 
testified you have used that in valuing the royalties 
in this case as of 1941? A. Yes. 

Q. Then you didn’t take into consideration any 
factors which developed or which a willing buyer 
and a willing seller would have known in 1941, 
which you didn’t know back in 1936? 

A. The same conditions with respect to proph- 
ecy in the future existed in 1936 as it did in 1941: 
five years didn’t change it any. 

@. Have you checked your appraisal with any 
sales made subsequent to 1941? 

A. Ihave not been in the business of buying and 
and selling royalties since 1941. 
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Q. Do you know of any sales that were made on 
or during the vear 1941? Do you know the facts 
regarding such sales? 

A. Not as well as I do the facts regarding sales 
prior to 1941 and approaching 1941. 

Q. Do you know of any sale that was made of 
oil royalties [172] in 1941 by anybody in Southern 
California, to anybody else? 

A. The complete facts? 

Q. Do you have knowledge? 

A. Yes, I have knowledge of sales. 

Q. What sales do you have in mind now? 

A. There were royalties sold in the wells which 
were drilling on the west limb of the Dominguez 
field in the year of 1941 in drilling wells. I have 
knowledge that Wilmington royalties were sold in 
the year of 1941. But specific knowledge with re- 
spect to what might be recovered from those royal- 
ties or what the price paid for those royalties or 
whether the buyer knew what he was buying, or 
the seller knew what he was selling, I don’t know. 

Q. Is that true with respect to the years 1942, 
1943, 1944 and up to date? 

A. Ihear of royalty sales and royalty purchases, 
but as far as making an analysis of royalty sales 
and royalty purchases of those on the outside, I 
have not. 

Q. You have, then, as I understand your testi- 
mony, not made any attempt to check your method 
of appraisal, that you have used in this case, with 
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any sales, actual sales which were made subsequent 
to 1936? 

A. Why, ves. That is wrong because subsequent 
to 1941 would be the time. 

@. Did vou testify that you reached this figure 
of [173] 481/38 per cent in 1936, or was it 1926? 

A. 1936. I found no reason to make a ehange 
avy altes 

Q. Have you checked it with any actual sale of 
oil royalties subsequent to 1936? A. Yes. 
.Q. Tell me about it. 

A. You will find them listed on the card there, 
the dates Gndieating). 

Q. There aren’t any in here subsequent to 1938; 
are there? A. I don’t know. 

@. Will you look and see? 

A. (Witness complies): Yes, several. 

@. Show them to me. 

A. June 18, 1939; January 23, 1939; Riaaiee 
1939; February 18, 1939; August 29, 1939; January 
27, 1939; January 16, 1939; January 26, 1939; Feb- 
ruary 2, 1939. 

Q. Thank you. Now, let’s take these you just 
referred to that were made in 1939. The first one 
is the royalty of O. D. Oil Company, H. B. No. 1. 
The field was Huntington Beach. Did you appraise 
that at any time? A. Yes, I did. 

@. What did you appraise it at? 

do noi remenmijer: 

Mr. Mackay: Let him have the book. Maybe 
he can tell vou. [174] 
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The Witness: That particular royalty or this 
particular group of royalties are appraised here 
as a group. This particular sheet does not show 
the individual appraisal of that royalty. However, 
I believe it may be shown somewhere else. I don’t 
know whether they are shown separately in there 
or not. 


By Mr. Melville: 

Q. Mr. Wents, the data with respect to sales 
you have brought to court this morning, in response 
to my request vesterday, all relate to rather small 
sales; do they not? 

A. Well, it depends on what you mean by 
‘‘small’’, Small is a vague term. 

Q. Well, would you say that the oil royalties 
that we are valuing in this case are large? 

A. In the Dominguez Estate case? 

Q. Yes. A. Yes, they are large. 

Q. That is also a vague term. 

Pe Uae is a vague term there. Let’s split it. 
In other words 

Q. In comparison, Mr. Wents, to the oil that 
we are dealing with in this case, do any of these 
rovalties compare in any way in the size of the 
amount of oi] involved or future royalties income 
to be received, or on any other basis are they 
comparable? [175] 

A. With respect to the oi] which we delivered 
from certain of these leases or can be expected 
from certain of these leases, the royalties included 
in this group in this book, shown in this book, in 


162 Victoria L. Cotton vs. 


(Testimony of John H. Wents, Jr.) 
certain instances are larger than the barrels of oil 
reproduced in the Dominguez Estate leases. 

Q. Would you call my attention, please, to the 
one vou think is most comparable to the oil royalties 
we are trving to value in this case? 

A. We have a spread of royalties across the 
Santa Maria field, where the recoveries from the 
Jeases and the ultimate recoveries will be several 
times the expectancy we have from the Dominguez 
Estate property. 

Q. Show me in the book the one you are talking 
about. 

A. Right here (indicating), the Fernandez lease, 
the Rosecrans lease, Vincent lease, Willis lease, Rice 
lease. There are others. 

@. The total barrels that we have here for all 
of these leases is how much? 


Q. The total royalty barrels in this instance of 
this appraisal is 20,105. 

Q. How does that compare with the total royalty 
barrels we are dealing with in this case? 

A. If I were evaluating the same fractional 
interest in the Dominguez Estate case, as we have 
here, we would have a lesser figure im the Do- 
minguez Estate case than we do in this [176] 
ease, 


@. How many barrels of oil did we agree upon 
as the basis of the stipulation of facts in this 
case? 


Mr. Mackay: Do you want the stipulation? 
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The Witness: A grand total of 50,000,000, if 
IT understand your question. 


By Mr. Melville: 

Q. That was comparable, you think, to the 20,105 
here? 

A. 20,105 does not reflect the same relationship 
between the fraction appraised in the Dominguez 
Hstate Company and the fraction in that case. In 
other words, those two fractional interests are not 
the same, However, if I multiphed that recovery 
there by, or increased it so it was equivalent to 
approximately 162/3, we are appraising in the 
Dominguez Estate case, we would have a larger 
total there. 

Q. But the fact is you are dealing with an actual 
sale of royalties in this case? 

A. An actual sale. 

(. And the sale price was how much? 

A. $3,476.00. 

@. So vou are comparing a sale of oil royalties 
for $3,476.00 with oil rovalties which you yourself 
appraise in the neighborhood of $3,000,000.00 ? 

A. Yes, there is that comparison there. 

Q. Thank you. Mr. Wents, did vou at one time 
make a [177] summary of oil developments and 
production on the lands of the Dominguez Estate 
Company and the Carson Estate Company, along 
about March 1, 1944? 

A. I did. I believe that is the date. 

Q. During your testimony in this case have 
you stated either on direct or cross examination all 
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of the factors which you consider in arriving at 
vour opinion as to the fair market value of the oil 
royalties involved? A. No, I have not. 

@. Did you state, in your book, and you may 
turn to page 6 if you want to check my quota- 
tion A. Which book is that? 

@. That is the one 

A. What is the title of it? 

Q. “Summary 1942-1943 O11 Development and 
Production.” A. Yes. What is the page? 

@. 6. Did vou state in that report that a rise 


in oil prices ‘‘is thought to be inevitable’’? 


AS 1 did, 

@. Did you take that into consideration in ar- 
riving at the valuation that you have testified to 
in this case? 

A. This report was made in, I think, you stated 
March or something of 1944. Considering it as of 
the date of June 5, 1941, I did not. I used the 
factor which was, or the price which is agreed upon 
by stipulation. [178] 

Q. What made you think in 1944 that a rise in 
oil prices was inevitable? 

Mr. Mackay: I object to that, not proper cross 
examination. 

Mr. Melville: I want to show he certainly had 
the same reason to think that in 1941. 

The Court: Overruled. He may answer. 

The Witness: May the question be repeated ? 

Mr. Melville: Certainly. 

(The question was read.) 
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The Witness: I thought because of the demand 
which was had in 1944 and the lag in discoveries 
that an oil price rise should be had. L thought 
wrong, though. 


By Mr. Melville: 

Q. Would you read the rest of the paragraph, 
Mr. Wents, into the record? 

Mr. Mackay: Just a moment. May I see it, first? 

Mr. Melville: Yes. 

Mr. Mackay: I want to see the book. Thank you. 

The Court: Off the record. 

(Discussion off the record.) 

The Court: On the record. 

The Witness: That paragraph as a whole reads 
as follows: 

‘‘A rise in oil prices is thought to be inevit- 
able. [179] To the owners of oi] Jands a price 
inerease will mean much. It will encourage the 
extraction of the maximum recoverable oil by 
paving the way for reconditioning of old wells; 
it will make possible the application of costly 
secondary recovery methods; and, it will cause 
new wells to be drilled at locations now con- 
sidered marginally profitable.”’ 

Q. One more question, Mr. Wents. If before this 
trial is over the government produces witnesses who 
will testify that they were buving oil rovalties and 
Were in a position to buy oil royalties of this size 
in 1941, and if they testify thev would have been 
glad to have bought these at figures between four 
and five million dollars, would that testimony from 
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willing buyers change your opinion ? A. No. 
Mr. Melville: No more questions. 


Redirect Examination 
By Mr. Mackay : 

Mi. Wents, you just referred to page 6 and you 
read a paragraph, I think. May I see that a minute? 

A. Yes. 

@. Mr. Wents, vou were asked to read by coun- 
sel, I think, a paragraph on page 6. Will you please 
read paragraphs on 6, 7 and 8 and the middle of 
page 9? 

Mr. Melville: Let’s put the whole book in, if 
vou want to, Mr. Mackay. 

Mr. Mackay: I don’t want to put the whole 
book in. 

Mr. Melville: Let’s see what he wants to read. 

Mr. Mackay: O. K. 

Mr. Melville: I object to this, vour Honor, on 
the ground it recites factors which developed be- 
tween 1941 and 1944 when the book was written. 
J appreciate that opposing counsel will point out 
I just took one paragraph from this book. All I 
was dealing with was general factors which caused 
this witness to believe in 1944 that a rise in the 
price of oil was thought to be inevitable. The pur- 
pose of my questioning was to establish those same 
factors were present in 1941. The purpose for which 
opposing counsel purposes to get in several pages, 
is to bring into the record factors which couldn’t | 
have been known in 1941. 

The Court: It is doubtful to me if any of itm 
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should be read into the record here. Your witness 
is present and either side may, of course, inter- 
rogate him upon any proper subject. If he states 
now something contrary to what he has stated at 
some other proceeding or some other time he may, 
of course, be interrogated upon it. I know of no 
reason for putting into this record lengthy quota- 
tions from something the witness may have written 
elsewhere or for some other purpose. 

Mr Mackay: If your Honor please, the only pur- 
pose [181] I have for doing it is that counsel 
picked out one paragraph. The next paragraphs 
here will help clarify that. Counsel, when I objected 
to going into 1942 prices said, ‘‘ Well, it is necessary 
to do that,’’ so he jumps into 1944. Now, it isn’t 
just the price of oil that has a bearing upon the 
value here. 

The Court: How is this going to help us in de- 
termining our present question of the valuation 
of these oil royalties? 

Mr. Mackay: Your Honor please, I don’t think 
that the price in 1944 does. I will have to agree 
with you. But I can’t understand—— 

The Court: The witness is here and if vou have 
anything further you wish to bring out from him 
on direct examination vou, of course, may do so. 
IT don’t think . 

Mr, Melville: JI would like to be heard in re- 
sponse to Mr. Mackay’s remark; this is clarification 
of the paragraph I had read into the record. 
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The Court: JI don’t care to hear you at length. 
IT don’t think it is necessary. 


Bye. Mackay: 

Q. Now, Mr. Wents, vou were asked by counsel 
yesterday to get a list of the sales that you were 
familiar with of oil royalties in Southern Califor- 
nia? A. Yes. [182] 

Q. I understood vou to say this morning you 
had prepared this and brought this book to court, 
and counsel has asked you several question upon it. 
IT will ask vou if vou made a valuation of the, or for 
the Superior Oi] Company of the Reves Lease in 
the Rio Bravo Oil Field? 

A. I made a valuation for the Superior oil lease, 
not the Superior Oil Company. 

Q. Did that involve a royalty interest? 

A. A royalty interest, yes. 

@. You made the valuation for whom? 

A. J made the valuation for Diversified Royal- 


@. Did it buy the—— 

A. Diversified Rovalties bought the royalty 
interest. 

Q. From who, Mr. Meeks? A. Mr. Meeks. 

@. What is the date of that purchase? 

A. The date of that purchase was June 21, 1938. 

Q. What was the purchase price of that? 

A. QOne-quarter of one per cent in the lease 
was purchased for $4,500.00. 

Q. Now, had you determined the present worth: 
on that? 
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A. On the appraisal shown on this page I had 
appraised cne-sixieenth of that one-quarter per 
cent, using one-quarter of the purchase price as 
the basis, and making that appraisal I used a price 
of $1.04 per barrel as the future revenue. I [183 
used the present value factors identically that I 
have used in the present appraisal. I determined 
the present value of that future inconie, and then 
by dividing that present value by that purchase 
price I found the relationship of 3814 per cent 
was had. 

Q. Now, did vou also make a valuation in the 
Wagener lease? 

A. The Wagner lease, ves. 

Q. And that was a royalty interest, too? 

A, It was a rovalty interest. 


Q. And was that purchased by 

A. Diversified Royalties. If was purchased hy 
Diversified Royalties. 

Q. When was that purchased? 

A, jolly sake 

Q. What was the purchase price? 

A. One-eighth of one per cent was purchased 
from Ten Eyck, a geologist, for a price of $3,500.00. 

Q. What was the relationship of the purchase 
price to the present value you determined ? 

A. The purchase price is 42.39 per cent of the 
present value. 


Q. Did you make an examination of the royalty 
interest in the Ramsey lease? A. I did. [184] 
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Q. Was that purchased by the Diversified 
Royalties ? A. It was. 

@. What date? 

A. It was purchased on May 16, 1938. 

Q. From whom? A. L. V. Smith. 

@. At what price? 

A. The price was $2,500.00 for one-eighth of one 
per cent. 

Q. What was the relationship of the purchase 
price to the present value you determined? 

A. The relationship was 56.28 per cent. 

Q. Did you also make a valuation of Section 7 
Lease in the Coalinga oil field? A. Were 

@. What interest did you value there? 

A. JI valued 1/48th of one per eent, but on the 
same basis of valuation for 14 of one per cent. 
Who was that purchased by? 

That was purchased by Diversified Royalties. 
From whom? 

From KE. A. Parkford, an oil operator. 

Mr. Parkford is a rather successful oil 
operator ? A. Yes. 

Q. What was the purchase price? 

A. The purchase price was €30,000.00. [185] 

@. What was the relationship of the purchase 
price there to the present value? 

A. The purchase price was only 39.29 per cent 
of the present value. 

Q. Now, how many royalty interests in this book 
you have here, aside from those I have given 
you 
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A. There are probably 50 or 60. Here is a group 
of 2, 4, 6, 8, 10—20 there on that one page. 


@. 20 on that one page? A. Yes. 
q. And did Diversified Royalties buy all those 
mentioned here? A. Yes, they did. 


Q. Approximately what was the relationship of 
the purchase price to the present worth? 

A. The purchase price was approximately 57 per 
cent of the present worth. 

Q. Now, Mr. Wents, I think on cross examina- 
tion you were asked, among other things, that based 
upon the estimated oil reserves and the probable 
future production set forth in the stipulation, that 
an investor by paying a price that you say is a 
fair market value would derive property upon 
which he would get 18 per cent compound interest. 
I think your answer to that was you said there 
may be many things that would not permit such 
a handsome return. What do you have [186] in 
mind that may happen to prohibit such a fancy 
return? 

A. I will have to explain a little bit. In timing 
the oil which will be produced from the various 
properties going into this appraisal we are gov- 
erned, or the engineer is governed by certain things. 
In other words, it is his opinion that certain things 
may or may not happen. And the result is he fol- 
lows the curve which he has developed and dis- 
tributes that oil over that period of time, which 
is disclosed by the curve. 

Now, in many instances interruptions ean be had 
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in the production of the oil. The control of produc- 
tion 1s not in the hands of the land owner or the 
royalty interest owner. It is in the hands of the 
operating company. Thev can see fit to prorate 
to the extent whereby the time that we figured or 
the time, as I figured, might be prolonged for a 
period again as long. 

Then there are interruptions, unforseen inter- 
ruptions which might happen, say, such as an earth- 
quake may sever the casing strings on a number of 
prolific producers; while it does not interfere with 
the oil produced, it defers production date. Then 
again there may come into being some other fuel 
or more efficient fuel than gas or oil. And as a 
consequence the demand might be lessened. All 
those things are things which would not change 
the ultimate recovery from the property, but may 
materially change the productive rate. [187] And 
those are the things which must be lumped into one 
basket and a hazard applied to take them into 
accord. 

@. You speak of an earthquake. Do vou know, 
in your experience, whether an earthquake in Cali- 
fornia has ever broken the oil lines? A. Yes. 

@. When and whose property? 

A. Well, subsequent to the appraisal date it 
happened on a portion of the Dominguez Hill. 
Prior to the appraisal date it had caused a serious 
disruption on the production on Signal Hill. 

@. Signal Hall, that isn’t very far from Do- 
minguez; is it? 
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A. About six miles, from the center of field to 
center of field. 

Q. Well, what happened with the earthquake 
subsequent to this date? What did it do to the 
field in Dominguez? 

A. The effects of that earthquake were sufficient 
to cause a material change in the productive curve 
of the entire State of California for the year of 
its occurrence. That was in 1933. 

Q. Well, were many wells knocked out? 

A. That is what would cause and disrupt the 
productive curve. 

Q. Subsequent to 1941 has there been any earth- 
quake? [188] A. In the easterly end 

Mr. Melville: I object, your Honor. That is 
going to situations developed in 1941. He couldn’t 
possibly consider that in 1941. 

The Court: Overruled. 

The Witness: Subsequent to 1941, in the late 
fall of 1941 an earthquake struck the west end of 
the Dominguez Field, affecting almost every well 
on the Havenstrite-Larronde lease and affecting 10 
or 12 wells, I believe, on the westerly end of the 
Union Oil-Callender lease, as well as certain wells 
on the Union Oil-Austin lease. 


The Court: You don’t need to go into detail. 
Your answer is they have had some effect since 741. 
By Mr. Mackay: 


Q. Was it necessary to rebuild the wells on the 
Havenstrite ? 
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A. It was necessary to rebuild certain of the 
wells on the Havenstrite. 

Q. Well, now, Mr. Wents, vou were asked by 
counsel to refer to a summary of 1942 and 1943, 
which bears date March 1, 1942, page 6, with re- 
spect to raise in price. Now, did you, when you 
made that summary, also give consideration to the 
future drilling of the Dommguez Oil fields? 

Mr. Melville: Those are exactly the same pages 
I [189] objected to before and the court sustained 
my objection. 

The Court: The question as framed, the objec- 
tion to it will be overruled. You may answer. 

The Witness: Yes, I did. 


By Mr. Mackay: 

Q. What was your comment at that particular 
time about that? 

A. That the leases of the Dominguez Estate 
Company and Carson Estate Company on Do- 
minguez Hill had been more or less fully developed 
and there would be very little future drilling on 
those leases. 

Mr. Mackay: I think it is all, your Honor. 

The Court: Will there be any recross examina- 
tion? 

Mr. Melville: Yes, your Honor. 

The Court: You may proceed. 


Recross Examination 
By Mr. Melville: 
Q. Are the stipulated figures, Mr. Wents, your 
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own figures as to the probable future production 
rates ? 

My. Mackay: If your Honor please, we have 
stipulated what the future, probable future produc- 
tion is. We had many conferences on it and we 
arrived at it. I don’t understand the purpose of this 
question. 

The Court: The objection may be overruled. He 
may answer. [190] Do vou understand the question ? 

The Witness: Yes, I do. 

The Court: Answer it. 

The Witness: The answer is yes. 


By My. Melville: 

Q. You mentioned on redirect examination the 
matter of operating companies. Who are the oper- 
ating companies involved in our leases in this 
case? | 

A. With respect to the Reves lease, the Union 
Oil Company, Dominguez Oil Fields and Shell Oil 
Company are the operators. With respect to the 
DeFrancis lease, the Tidewater Associated Oil Com- 
pany is the operator. 

Q. With respect to the largest lease, Reyes 
lease, are not those operating companies considered 
to be tops, the best that are operating in Southern 
California ? A. You will have to be more 

Q. They are entirely competent operators; aren't 
thev? . 

A. In the opinion of some people I would say 
ves. It depends on what view you take of the 
picture. I say yes. | 
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Q. You consider those companies that are oper- 
ating the Reyes lease to be entirely competent? 

A. They are competent. 

Q. Mr. Wents, what do vou mean by a field 
that is fully developed to settle production? 

A. By the statement ‘‘fully developed to settle 
production’? I am assuming, in making that state- 
ment, that the necessary wells have been drilled 
upon the property and the decline rate has reached 
a constancy; it is not erratic one way or the other. 
There is a constancy in the declining rate on the 
property. 

Q. Are all the leases involved in our ease on oil 
property that is fully developed to settle produc- 
tion? A. No, they are not. 

Q. Do you consider it good practice, Mr. Wents, 
to apply your same discount factors of 10 per cent 
and 431/3 per cent in valuing the oil properties 
that are fully developed to settle production, as 
you do in valuing oil properties of undeveloped oil 
reserves ? 

A. In certain cases I do; in certain cases I do 
not. 

Q. Can you be more specific? 

A. In the specific instance vou have reference 
to here I happen to be engineer, not only for the 
Dominguez Estate Company, but for each of the 
companies operating on the Dominguez Estate 
property. I know what their plans for future de- 
velopment are, because they are my plans. I | 
engineer the operation of the well from the com- 
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mencement of its location through to its completion. 

I engineer the production on that well after com- 
pletion with the ful! knowledge on the part of the 
Dominguez Estate Company I am so doing, and 
their consent. I am working for [192] both parties 
for the betterment of both. Under those circum- 
stanees I believe I can set forth a development 
program, as well as a program which will antici- 
pate certain productions at times with sufficient 
relation to the set fair market value as I do on 
any. 

Q. If the circumstances were different and you 
were not the geologist and engineer on the property 
and so forth and so forth, then do you think you 
would be justified in using your same 10 per cent 
and 431/3 per cent in appraising undeveloped 
properties, as vou use in appraising the developed 
properties? 

A. The discount I would choose to use would 
be entirely based upon my knowledge of what the 
operator would be likely to do, as well as the 
materials and condition of the lease. I may or may 
not use the same; that would be just a case of 
judgment on my part, what I would use. 

Q. Tell me whether you have, ever since 1936, 
when you adopted this formula, used any other 
formula. 

A. For the valuation of oil royalties and prop- 
erty interests the basic formula, this is the basic 
formula. I have sometimes shortcutted the formula 
by assuming an average discount comparable to my 
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knowledge of what might be expected, and have 
sometimes also converted to barrels, in royalty bar- 
rels per day, and things like that. Actually it comes 
back to the same thing. It is only because I have 
had a lot of [193] experience in dealing with prop- 
erties which are quite similar that would allow me 
to make the deviation. In any of my written re- 
ports, prepared for any of my accounts, I have 
not deviated, that I know of. 

Q. Tell the court, if you will, about any specific 
case where you have deviated. 

A. I ean’t remember any case where I have de- 
viated, offhand. 

Q. What oil fields were these various leases in 
that, upon redirect examination, you testified as 
to sales running from $2,500.00 all the way up to 
$30,000.00 ? 

A. Those fields, that were mentioned there, were 
Rio Bravo, Coalinga and I think Huntington 
Beach; I am not sure. 

Q. Is Rio Bravo a developed oil property or 
was it at the time you made that appraisal in 
1938? 

A. It was developed to the extent where I felt 
assured the development would take place along 
certain lines. 

Q. Would vou say it was a fully developed 
property up to settle production, up to 1938? 

A. No, I could not answer that question. 

Q. You can answer it yes or no. 

A. I couldn’t answer. I am sorry. [ couldn’t 
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answer it without explanation. In other words, the 
property was not fully developed or certain of 
these properties were not fully developed. Others 
of them were in the Rio Bravo [194] Field as of 
that time. 

Q. Take this Superior-Ruhl lease, now, that you 
valued in 1938—rather, a sale was made in 1938 
for $4,500.00. That is on the Rio Bravo property? 

A. Yes. 

Q. On the particular property where that lease 
was, would vou say that the oil property had heen 
fully developed to settle production in 1938% 

A. I am trying to remember back to that time. 
T believe the Ruhl lease was developed by three 
wells as of the time it was appraised. And that 
those three wells constituted the total drilling to 
be expected under the terms of the lease as of that 
time. as well as the other lease, the Ramsey lease, 
that was developed to a shghtly greater tenancy. 
T am trving to place myself back to 1937 or 7°38 
there. and the maps. 

The Court: We will suspend at this time until 
2:00 o’clock. 

(Whereupon, at 12:30 o’clock p. m., a recess 
was taken until 2:00 o’clock p. m. of the same 
day.) [195] 


Afternoon Session 2:00 p.m. 


JOHN H. WENTS, JR. 


resumed his testimony as follows: 
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Reeross Examination—Resumed 
By Mr. Melville: 


Q. Mr. Wents, my attention has been called to 
a qualification you made this morning, in answer to 
my question about your testimony in the United 
States District Court case. I believe you testified 
vou had appraised that at roughly $10,000.00, that 
oil property ? A. Yes. 

Q. When I asked you if it wasn’t true that the 
jury brought in a verdict of $20,000.00, or twice 
your appraisal, you made some qualification. I 
would like to clear it up for the record. 

A. J would hke to clear it for the record. In 
that particular instance there were two things in- 
volved, one was the value of the equipment, the 
physical equipment on the well; the second was 
the value of the oil reserves. For some reason the 
two had not been taken simultaneously. In other 
words, they took the oil and at a later date found 
that in taking that oil they should have also pro- 
vided for the physical equipment. 

As a consequence, there was a semi-confusion or 
a [196] confusion in the proceedings to the extent 
that two values were allowed to be set wp, when 
only one reasonably could be set up, because the 
value of the physical equipment as of the date of 
reserve exhaustion is a very negligible thing. 

The Court: I suggest we not go too much into 
detail on the suit that has been tried. Make vour 
explanation rather brief, if you will. 
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The Witness: (Continuing) In so doing they 
sat up a value for physical equipment, which was 
far out of proportion to my value. That accounts 
for the difference in my appraised worth of the 
property and the judgment which might have been 
rendered. 


By Mr. Melville: 

Q. Did you value only the oil properties there 
or all the properties. including the equipment? 

A. I am valuing all the properties, including 
their equipment; those which are coming to trial. 

Q. Those which are coming to trial? 

A. One of them has been tried; others are still 
in the process. 

Q. All right. Mr. Wents, about these sales that 
you testified to on recross examination, we were 
talking about the Superior-Ruhl lease in the Rio 
Bravo Field and others following that. Do you recall 
the testimony? A. 1 hbeliewe I do. [197] 

Q. Which of those fields were fully developed 
to settle production at the time of the sales? 

A. The specific properties that we were con- 
cerned with or we talked about, in my opinion, were 
fully developed at the time of the sales and pro- 
duction was settled by virtue of the exercise of 
curtailment upon the properties. Those properties 
Were producing in accord with the Umpire’s for- 
mula. 

Q. Your testimony, then is they were all fully 
developed to settle production? 
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A. The properties that you have mentioned, the 
Rio Bravo. 

Q. How about the Coalinga oil field? 

A. The Section 7 lease that I testified with re- 
spect to was partially developed, but, in my opinion, 
the proven area had been established. 

Q@. Will you go ahead and state which of the 
others vou testified to were fully developed and 
which were not? 

A. The list would have to be read off to me. 
I beheve that Mr. Mackay has the book I was 
using. 

Q. Was the Wagner lease on fully developed 
property ? De Wes, it wes. 

Q. How about the Ramsey lease? 

A. Fully developed. We did not use that one. 

Q. What depths were these properties producing 
from that vou testified to? [198] 

A. Which properties ? 

@. The same ones that Mr. Mackay asked you 
about on redirect examination ? 

A. Are those the ones we have just discussed 
now, or others? 

@. The Ruhl lease on the Rio Bravo oil field, the 
Wagner lease on the same field. 

A. 11,000 feet, roughly. 

Q. Isn’t it true, Mr. Wents, that when you are 
producing from such an extreme depth as that it 


is more hazardous than if you are producing from, 
say, 9,000 feet? 
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A. I can’t understand your question there. What 
do you mean by ‘‘more hazardous’’? 

Q. Aren’t there more dangers of not getting the 
oil that is in the ground out of the ground if you 
are trying to pull it up from 11,000 feet than if 
you are only trying to pull it up from 5,000 feet? 

A. No. 

Q. Were these same properties rather new wells 
in 1938? 

A. The wells were probably two, three, four and 
five years old. 

Q. They were still in flush production? 

A. Production on those properties was cur- 
tailed. 330 barrels a day was the daily rate, and 
they had initial [199] production of several thou- 
sand barrels. 

@. I understand the production was curtailed. 
If the production hadn’t been curtailed, the fact 
the wells were fairly new would have given flush 
production; wouldn’t they? 

A. In that case we have no reliable decline curve 
to go against, and as a conseqttence, we estimate by 
volumetric methods the recoveries. 

Q. In summing up your testimony then, Mr. 
Wents, is it true that in making valuations both 
before and after 1936 you have used in all cases 
a 10 per cent discount factor and then a 4381/3 
discount factor? 

A. My valuations had been for the purpose of 
setting forth my opinion with respect to fair market 
value; that is the procedure I have followed. 
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Q. That has been true whether it was during 
depression or boom times? 

A. It doesn’t make any difference. 

Q. Mr. Wents, if the prospective or hypotheti- 
eal buver that vou had in mind when you valued 
these properties had paid the three million, some 
thousand dollars vou have testified to, as the fair 
market value, if he had paid that m 1941 when 
would he have received all of his money back? 

A.) lodont deen, 

Q. Don’t we have in evidence an exhibit that 
would enable vou to express an opinion as to that? 

A. No. We have in evidence an exhibit which 
shows the payments 

Q. Probable future? 

eX, which would accrue from that. However, 
there is a lot of difference between the payments 
which might accrue from that and what he might 
have had back in the way of his money, because 
the income tax drag on those payments would have 
been terrific. 


Mr. Melville: No more questions. 


Redirect Examination 

By Mr. Mackay: 

Q. Mr. Wents, are vou a member of the Ameri- 
can Petroleum Institute? A, IT ami 

Q. Do you belong to any other professional 
society ? 

A. I belong to the American Association of 
Petroleum Geologists. 

Q. You said you did not get a degree. How many 
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eredits did vou get towards that, do you remember ? 

A. In the geological and allied engineering and 
petroleum engineering sciences approximately 130 
or 140 hours of credit, against 45 hours which are 
required of a degree. 

Wr, Wackay: That is all. 

Mr. Melville: Mr. Wents, why didn’t you get 
a degree? [201] 

The Witness: Mr. Melville, I was interested in 
getting out in the profession and making my way. 
As a consequence I attended Stanford for four 
years and attained the ground work. Immediately 
upon completing that I went to work in the oil in- 
dustry. After working in the industry approxi- 
mately seven vears I went back and took additional 
work, during a period of five vears, amounting to 
almost the same course I took in college, except in 
graduate work at U.S.C. There were a number 
subjects required of certain college degrees. I didn't 
see where they were going to help me much. 

Mr. Melville: That is all. 


(Witness excused.) 


Mr, Mackay: J will call Mr. Paine. 


PAUL PAINE 


called as a witness by and on behalf of the Peti- 
tioners, having been first duly sworn, was examined 


and testified as follows: 
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Direct Examination 


The Clerk: State your full name for the record, 
please. 


The Witness: Paul Paine. 
By Mr. Mackay: 


Are you a resident of Los Angeles? 
Yes, sir. [202] 
What is your occupation, Mr. Paine? 
[T am an engineer and I work in the oil fields. 
Are you a graduate engineer? 

A. Yes, I graduated from the Massachusetts In- 
stitute of Technology ? 

@. Wil you please relate briefly your educa- 
tional qualifications? 

A. That was im 1905 I came west and for several 
years worked in the mines and did field geological 
work for the Umited States General Land Office 
in the prosecution of land frauds and in connection 
with the classifications of mineral lands until 1908. 

Then I entered the oil fields, and since then IL 
have been continuously connected with oil field 
operations. 

Until 1917 I worked in the California fields. The 
latter part of that period as field superintendent 
of Honolulu Oil Compony. I then went to Okla- 
home with the Gypsy Oil Company. The operating 
unit in mid-continent area of Gulf Oil Corporation. 

In 1921 I cut loose on my own hook, and since 
then I have had no regular continuing corporation — 
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connection except those small companies in which 
1 have a substantial interest, and also except several 
years I was on the Board of Directors of Union 
Oil Company, and one year, from the middle of 
1922 until the middle of 1928, when I was vice 
president [203] of the Shell Company of California, 
in charge of its production operations. 

I should add I do have two other connections. 
For the Kern County Land Company, I am on its 
Board of Directors, and am concerned with its oil 
affairs. And for the Bank of America, I am the 
consulting petroleum man, which means chiefly pass- 
ing on oil loan applications. 

My partners and I drill wells and produce oil 
in a small way. And in addition to that I have 
an engineering practice which is concerned almost 
entirely with the valuation of oi] properties and 
of oil companies. 

Q. What is the form and scope of vour valua- 
tion consulting engineering practice, Mr. Paine? 

A. Well, that takes several forms. First, in con- 
nection with loans where the value of a property 
is related to the merit of it as security for a loan 
and its capacity to pay back the loan. Work of 
that kind I have done for the California Bank, 
Bank of America, the Chase National, the Equitable 
Life Insurance Society. 

A second class of work is that which is done 
for the oi] companies themselves in connection with 
the sales and purchases of properties, mergers, dis- 
solutions and a variety of work where not in spe- 
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cifically it is desired to bring in an outside engineer 
either to supplement an engineering staff or to 
act as referee. I have done work of that character 
[204] during recent years for Shell Company, Hono- 
lulu Oil Company, Pacifie Western Oi] Company, 
Standard Oil Company, Indiana, Pan American 
Petroleum, Wolverine, Midwest Oil Company, 
Amarado Petroleum Corporation, 

The third class of work is for the bankers in 
connection with the issuance of securities and par- 
ticularly with reports that are prepared for their 
deals of that kind and for the papers which are 
required by the Securities and Exchange Commis- 
sion and the certificates which must go to the Se- 
eurities and Exchange Commission. Work of that 
kind I have done for Morgan, Stanley & Company; 
Dillon, Reed & Company; Smith, Barney & Com- 
pany; Blythe & Company, Inc.; Dean Witter & 
Company. 

Another kind of work not so closely related to 
that is the consulting and advisory work which one 
does for the land owners or lessors who occupy the 
lease or position in contrast with the lessee position, 
which the operating company has. Work of that 
kind I am doing or have done recently for Kern 
County Land Company, the Porter Ranch, Pleasant 
Valley Farm Company, Metropolitan Life Insur- 
ance Company, Hillcrest Country Club, Twentieth 
Century-Fox Film Corporation. 

Q. Now, in your experience as a consultant, en- 
gineering consultant, have you had oceasion to 
make valutions in determining fair market value 
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of properties for purchases and [205] sales? 

A. Yes. 

Q. You have done quite a bit of that, haven’t 
you, Mr. Paine? EGS: 

Q. You have testified on many occasions, have 
you not, as to the fair market value of properties? 

A. No, I have not. 

®. You have never testfied ? 

A. This is my fourth appearance in court in 15 
years. Except for a series of appearances for the 
Attorney General and District Attorney in ccnnec- 
tion with these criminal prosecutions of people 
fraudulently selling lands represented to be oil lands 
out of that group, which I did as a public service, 
I think this is my fourth appearance in court in 
15 years. 

Q. Were you employed to make an appraisal to 
determine the faix market value of the oil royalty 
interests of the Dominguez Estate Company on 
June 5, 1941? A. Yes. 

@. You have made that appraisal; have you? 

A. Yes. 

@. Are you familiar with the stipulation that 
has been filed in court here and the exhibits? 

A. I think I am. I have been supplied with 
copies of [206] the stipulation. 

Q. You made an analysis of the information 
therein contained ? A. Yes. 

Q. You have made other analyses, too, have you, 
of other things that may have a bearing on fair 
market value? 
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A. Of this property? 

Q. Yes. 

A. Yes. I have known the property for some 
time and have been on it. 

@. You have been on it? 

A. Yes. Oh, yes. 

Q. How long have you known the property, Mr. 
Paine? 

A. I can recollect walking over it before there 
were any derricks on it; that was in 1922. Long 
intervals elapsed after that when I wasn’t on it. 
I don’t mean I have been on it a great deal; I have 
been on it a good many times. 

@. Can you tell the court what is the basis of 
your valuation ? 

A. The basis of my valuation was an estimate 
or opinion of the meeting ground of a willing buyer 
and a willing seller; that is, a buyer that was willing 
and able to buy and a seller that desired to sell, 
that wasn’t forced to do so, with both of those 
having full knowledge of the facts. Along with 
that was my knowledge of the property and the 
[207] specific data supplied by you in the stipula- 
tion. 

@. You have recently been down to the property ; 
haven’t you? 

A. Yes, about six weeks ago, I think, I was 
there; about six weeks ago it was. And I was on 
the property several times in the spring of 1941. 

Q. You were? A. Yes. 

Q. Now, Mr. Paine, will you tell the Court just 


Comm’r of Internal Revenue 191 


(Testimony of Paul Paine.) 

what factors you take into consideration in arriving 
at your opinion as to the fair market value of 
the oil royalties of the Dominguez Estate on June 
p, 1941? 

A. I took into account your stipulation, first, 
the estimate agreed to of the oil reserves and of 
the revenue that would provide. 

I also reconstructed my opinion of how the buyer 
and the seller would view this property and the 
various factors which would be taken into account 
by them, namely, the daily production which the 
property was then producing and a measurement 
of—not a measurement, but an estimate of how 
they would view the value of that oil in the ground 
per barrel and of the number of years it would 
take for them to get this money back. These are 
all indices used by buyers and sellers in their trans- 
actions. I endeavored to reconstruct the conven- 
tional persons, the willing seller and the [208] 
willing buyer, how they would view this in making 
the deal. 

Q. Now, you speak about the daily production. 
Will you please tell the Court what significance that 
average daily production has in arriving at the 
fair market value between a willing seller and a 
willing buyer? 

A. Buyers and sellers of properties use that as 
one means of measuring the merits of property, so 
many dollars of the daily barrels of production; 
if a property has 10 barrels a day of production, 
to a certain interest and if they should consider 


192 Victoria L. Cotton vs. 


(Testimony of Paul Paine.) 

that to be worth $1,000.00 a barrel, the property 
is measured as being worth $10,000.00. Just as real 
estate is directly dominated as having a value of 
so many dollars per front foot. It is a4 Shori@ie 
It is one that is used widely. 

Q. Did you also make an engineering appraisal ? 

A. Only insofar as I took the official stipulation. 

Q. That is what | mean. 

A. And followed it. I followed that out and 
converted that into a so-called engineering or ana- 
lytical valuation. ‘Then I converted that into an 
expression of market value. And after I had done 
that—I haven’t inuch respect for it, but I did 1. 

@. Do you remember what value you got in 
doing that? In other words, Mr. Paine, what I 
would lke to have you do is tell the court how 
you arrived at these fair market values. [209] 

A. I made this so-called engineering appraisal 
in which I discounted the anticipated future revenue 
as it had been stipulated, using a 5 per cent factor. 
And then I observed, however, that no allowance 
had been made here in the stipulation for the effect 
of income taxes. 

Q. Well, the stipulation was not intended to 
arrive at any value, just to put down some indices 
of that. | 

A. No. After all, the stipulation, all of this 
process is not a valuation. It is simply an estimate 
of future profits and their present worth. So I 
ascertain a present worth based upon a 5 per cent 
discount factor, which arrived at a figure. 
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Then I applied a further deduction for the effect 
of income taxes, which would be levied against this, 
which was entirely an estimate, and which, m my 
instance, was 30 per cent deduction. 

Now, with that figure arrived at, there was an 
estimate, an engineering estimate of the present 
worth of the anticipated future profits, which this 
property would provide after paying the costs and 
the income taxes. 

Now, I converted that then to an estimate of 
market value by multiplving by .625. My reason 
for .625, that is, 62114 per cent of that—my reason 
for doing that was I have observed in a great num- 
ber of instances the actual market value of a prop- 
erty seems to end up in the range between 60 [210] 
and 65 per cent of the valuation which one gets 
by applying a discount factor of 5 per cent or 6 
per cent to the anticipated future profits. That is 
a general rule; there are many variations from it. 
That was my engineering appraisal. 

On that basis I arrived at a figure of §$2,720,- 
965.00. Shall I go ahead? 

@. Go ahead and explain it. 

A. The property at that date was producing or 
had the first five months of 1941 produced an aver- 
age of 1520 barrels a day net royalty oil to the 
interest of the lessor. 

Now, ! consider the value of that to be in the 
range from $1,500.00 to $1,800.00 per daily barrel; 
that is, $1,650.00. It amounted to $2,508,000.00. 
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At $1,800.00 per daily barrel it amounts to 
$2,,700,000.00. 

Another method of estimating the value of a 
property is at a rate per barrel in the ground. I 
considered the value to be 40 cents per barrel 
against the stipulated oil reserves of 7,992,871 
barrels. 

@. Why do you do that, Mr. Paine? 

A. Because you had stipulated that. 

@. I know, but what do you mean by 40 cents 
per barrel—why do you do that? Let it go. 

Mr. Melville: I would like to have it answered. 

Mr. Mackay: I withdraw the question. [211] 


By Mr. Mackay: 

@. You may proceed with your answer. 

A. Another method of ascertaining the value of 
a property is the percentage of the ultimate return. 
Very often the buyers of property are not so fussy 
about when the oil is coming in, they don’t pay 
any attention to these engineering estimates. If they 
estimate the property is going to return so much 
money over its entire story, they will pay on the 
basis of getting three for one, or two and a half for 
one or four for one, or five for one, depending upon 
the circumstances. Now, at a return of four for 
one the value of this property would be $2,257,- 
495.00. 

At a return of three for one, on the stipulated 
return to which you had agreed to, the return 
would be $3,009,993.00. 

Another method of measuring the value of such 
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properties is on an annual pay-out basis. The buyer 
likes to figure on how soon will he get his money 
back. Two courses are followed there. He may take 
the current rate of revenue and multiply it by so 
many years, or he may take into account this decline 
which is almost inevitable in all oil properties after 
they have passed their peak of production. [212] 

Now, the average return per barrel, according to 
your spitulation, is $1.13 a barrel. And the rate of 
production was 1520 barrels per day. So that at 
that rate of production, multiplied by 365 days, 
arrives at an average annual production of 554,800 
barrels, which at $1.18 would indicate an annual 
return of $626,924.00, provided there were no de- 
clines or changes in the rate of production. 

Now, that rate multiplied by five years equals 
$3,134,620.00. At four years it equals $2,504,896.00. 

On the other hand, when considering that point 
of view, a buyer instead of multiplying the present 
annual rate by so many years will draw up a pro- 
jected decline rate and see where that is going to 
bring him out; following some pattern. 

Now, on the pattern which I think would have 
been followed in this property and on a seven-year 
pay-out basis, assuming he received $600,000.00 dur- 
ing the first year and there was a gradual decline, 
a seven-year pay-out would have returned to him 
$3,252,000.00. All without any consideration of the 
effect of income taxes. 

Now, there is another method of appraising prop- 
erties which may be applicable here. It is the other 
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one, [ think, could even be considered here, although 
there are other methods of valuing property which 
would not be pertinent here; that is the acreage per 
eent. We have a unit wlich registers the rating 
value of one per cent of the oil from one acre. 
Thus if I am buying one percent of the oil from 
40 acres, ] am buying [213] 40-acre per cent. There 
is much trading done using that unit. Using a figure 
of $250.00 an acre per cent brings us out with a 
value on that basis of $2,711.740.00. 

I want to add that I don’t think that considera- 
tion has any merit here. The result is I had all 
these valuations representing my conception of the 
mecting ground of these hypothetical persons, and 
IT wrapped them wp—did not average them, but just 
weighed them mentally and landed on the figure 
of $3,000,000.00 for the property. 

I confess I didn’t like it. I wanted te come out 
with something less broad, either something over 
$3,000,000.00 or under. But an effort to do that 
failed. I should add, however, that if I were to 
deviate from that either wav I should have made 
it three million one rather than two million nine. 

@. That, in your opinion, represents the fair 
market value of the royalty interest of the Domin- 
euez Mstate Company on June 5, 1941? 

AS ‘hak is my estimate of that, ves. 

Q. Now, Mr. Pame, may I ask you, you spoke 
about the Kern County Land Company, that is a 
company up in Kern County; isn’t it? 

Eee cs: 
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Q. It owns lands? A. Yes. [214] 
Q. It has royalty interests? A. Yes. 
@. It has leased its land? yi SUS, 


Q. You have passed upon the values of oi] royal- 
ties in a great many instances; haven’t you? 

A. Yes. 

@. You made appraisals for the buyer and the 
seller or for banks or anybody interested; haven’t 
vou? A. Yes. 

Q. Wiull vou tell the Court, have vou had experi- 
ence in valuing stocks and securities ? 

A. Yes. I have been concerned with the values 
of oil securities particularly. 

Q. You did considerable work along that line? 

Pee es, have: 

Q. For banks and for the underwriting houses? 

A. For the underwriting houses; not for the 
banks. Rather for the investors and the under- 
writing houses, for the investment trusts. 

Q. Now, you made a statement there, speaking 
about the average daily production of 1520 barrels 
in 1941. I think you stated that you assigned a 
value of $1800.00 per barrel. Do T understand that 
correctly, Mr. Paine? 

A. Yes. I spelled it both with $1650.00 and 
$1800.00. [215] 

Q. I see. Well now, why did you use $1650.00 
and $1800.00? Can you explain to the Court how 
you arrived at that? 

A. The transactions that had taken place if put 
back into that term showed that that was a proper 
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index. I mean we were at times buying royalties 
on the basis of a thousand dollars a barrel and 
other properties were selling on the basis of $500.00 
a barrel. The unit per barrel varied widely under 
different cireumstanees. I don’t know that I can 
for you mathematically 
Q. I don’t want you to. I want a question of 
judement. 
A. Why I used $1659.00 or $1800.00 I can’t tell 
vou, any more than the real estate man ean tell 


you why this business property out here 1s worth 
$700.00 a front foot. The figures I used reflect what 
I eonsider to be the units that would have been 
used by the buyers and the sellers on a transaction 
at that time. 

Q. You obtained them from vour experience and 
use and your jJudginent; isn’t that correct? 

A. It was based on my experience and observa- 
tion, yes. 

Q..- You have brought and sold or assisted in the 
purchase and sale of royalty interests on that basis; 
haven’t you? 

A. I have bought and sold them myself. I own 
them and J am concerned with them, yes. [216] 

@. You have sold them on the basis of the aver- 
age daily production at a certain price; haven’t 
vou? 

A. That is one of the measures we use when 
we are considering what we are going to ask for it. 
T don't think it is a conelusive one, by any means. 
I don’t think any of these courses is the final answer. 
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I think they all represent things which would be 
taken into consideration by a man who is going 
to make a deal. 

Q. Then do you think that an informed buyer 
would take all those things into consideration ? 

Pee i think so: 

@. As well as an informed seller? 

A. Yes. A smart buyer will say, ‘‘How much 
is that per daily barrel?’’ Oh, yes. 

@. You know that is what the buvers generally 
ask; don’t you? A. Usually. 

Q. Do I understand that your value of €3,000,- 
000.00 for your royalty interest of the Dominguez 
Estate Company on June 5, 1941, is based upon all 
these matters you have taken into consideration, and 
vou have weighed them and that is your best judg- 
ment, based upon them? 

A. Yes, that is it exactly. , 

@. And I understand you to say your analytical 
appraisal, that you did take the estimated oil reserve 
and the probable [217] production; did you not? 

A. Oh, yes, in all these computations I did not 
deviate as far as reserves and revenue and so on 
from your stipulation. 

Q. Now, Mr. Paine, did you also make an ap- 
praisal of the royalty interest of the Carson Estate 
Company ? 

A. Yes. I considered that to be worth $283,- 
000.00. 

Q. Will vou please tell the Court how vou ar- 
rived at that? 
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A. Well, I arrived at it pretty quickly. 1 took 
the pattern of expected futnre return and I think 
T took a six-year pay-out figure. I didn’t go through 
all of these processes on the Carson property. I 
remember that one reason for that was at that time 
T did that I didn’t have vour stipulation with respect 
to the harrels in the Carson Estate, and so I rehed 
upon the estimate of revenue. Since then, since get- 
ting al! these figures I have reviewed it and I think 
if anything I would give it a lower figure, but not 
of any great amount. 

Q. I see. Mr. Paine, what, in your opinion, is 
the fair market value of the oil royalty interests of 
the Carson Estate Company? 

A. $283,000.00. 

@. Now, Mr. Paine, have vou also made an 
appraisal of the stock of the Dominguez Estate 


Company? A. As of that date, ves. [218] 
@. <As that date: that is what I mean Jagger 
June 5, 1941. A. Yes; $420.00. 


Q@. What did vou take into consideration in 
arriving at that value? 

A. I took into econsideraticn vour stipulation 
with respect to other assets. 

Q. Stipulation and the exhibits, vou mean? 

A. Yes. And my appraisal of the value of the 
oil properties. And TI also took into aecount the 
earnings record of the company. 

Q. Mr. Paine, the stipulation and the exhibits, 
particularly the exhibits attached to the stipulation 
show the balance sheets and profit and loss state- 
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ments for a number of vears of the Dominguez 
Estate Company, and as well its dividend record 
and earnings and what not. You took those into 
consideration; did vou not? Gmc 

Q. Well, how did vou arrive at the value you 
said that vou gave for the Dominguez Estate Com- 
pany stock? 

A. I followed two courses. First, I reconstructed 
me a balance sheet of my own. And second. I made 
a study of the earnings of the company and arrived 
at two estimates. And I took the average of these 
two, 

Now, first as to the balance sheet, I arrived at 
[219] the value per share of this company, based 
upon the balance sheet record of a current asset. 
I rated those as having a value of 90 per cent of 
the balance sheet statement. 

The Court: Pardon the interruption. What is 
the balance? Is it in these exhibits? Which one 
is it? 

Mr. Mackay: I think it is 

Mr. Melville: 1-R. 

The Witness: And I arrived at a value per share 
for each of these elements in the balance sheet. 
First, the current assets, which I rated at 90 per 
cent. And that divided by the outstanding shares, 
10,499, equals $74.00. 

The stocks and bonds I rated at 70 per cent; 
equivalent to $76.00 per share. The ranch real 
estate I rated at 40 per cent, which is equivalent 
to $62.00 per share. And the other real estate at 
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50 per cent, equivalent to $78.00 per share. 

The oil property, I went back to the analytical 
appraisal of the discounted present worth of future 
earnings at 5 per cent; equal to $6,218,349.00. 

The Court: Pardon the interruption. 

The Witness: Yes, indeed. 

The Court: I am not sure I understand what 
you mean by taking stock and bonds, ranch real 
estate and so on at 50 per cent. 

The Witness: I am sorry. 

The Court: What figure do vou mean, of the 
book [220] values or of the stipulated fair market 
value? 

The Witness: The stipulated fair market value 
of stocks and bonds is set down here as $1,141,270.00. 

The Court: You took 70—— 

The Witness: I take 70 per cent of that. 

Mr. Melville: Your Honor, the stipulation of the 
parties is that this is the fair market value. 

The Court: I know. He is telling how he 
analyzed it. That is the reason I was trying to 
follow them. 

The Witness: Should [ follow what counsel—— 

The Court: You let counsel inquire. He may 
cross examine you a little bit. 

The Witness: At 70 per cent, that equals $798,- 
748.00, divided by the outstanding stock which is 
equivalent to $76.00 a share. The oil property on 
ao per cent discount factor, apphed to your agreed 
future earnings, equals $6,219,349.00. I assumed 
there would be a further 25 per cent provision to 
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come out of that, to meet the State and Federal 
income taxes. This reduces it to $4,664,412.00, which 
per share for the 10,499 shares would equal #444.00. 

Now, it has been my experience in situations of 
this kind that these appraisals, when put m terms 
of stock of a company which owns the property, are 
found to be from 214 to 4 times what the stock 
actually sells for. And I used particularly here 
as an index a transaction which had happened [221] 
not long before then as to the Dominguez Oil Fields 
Company, a corporation, where a similar issuance 
of stock showed the stock to go out on a basis of 
21/7, or 21% to one. 

So I applied a 50 per cent reduction to that, 
making the stock of the company, on my balance 
sheet, $222.00 for its oil interests. Now, the total 
of the interest outside of the oil would be $290.00. 
I reduced that by 10 per cent to cover what would 
be the cost of distributing that stock and bringing 
it out into the open and making a market for it. 
That leaves the stock value per share for all the 
interests, aside from oil, $261.00, added to $222.00, 
equals $483.00; against which there were liabilities 
equivalent to $28.00, leaving a net value per share 
of $455.00. That is one way of considering the value 
of that stock. 

A second way is to consider the earnings of the 
stock and how that would be refleeted in its market 
value, because we are able to compare this with 
other somewhat comparable companies and the way 
those stocks were behaving at that time. 
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Now, the carnings of the company before deple- 
tion for 1940 was $47.80. And the earnings for the 
company in 1941 were $47.91 per share. So I as- 
sumed that the investor would take $48.00 per share 
as the annual earnings; multiply it by eight times 
to ascertain his measure of the value of that stock, 
which equals $384.00 per share. [222 

T then took the average of $884.00 and of $455.00, 
which is $419.50, and called it $420.00 a share. 

Q. Is that your estimate of the fair market 
value? 

A. That is my estimate of the fair market value 
of the stock at this time. 

Q. You mentioned, I think, Ma. Paine, that the 
Dominguez O11] Fields Company—will you tell the 
Court what that is and what transaction you are 
referring to? 

A. That is an entirely separate company. has no 
relation to the Dominguez Estate Company. It is 
a lessee or operating oil company which owns along 
with the Union Oil Company a half interest in 
the lessee position on the three properties which 
adjoin this Reyes lease. 

In the Reyes lease it owns a smaller interest, 
alone with the Union and the Shell. Late in 1988, 
I think it was, the Mills Estate disposed of a lot 
of that stock. I was hired by the underwriting 
group to make an appraisal of it, and to advise 
them in the course of the financing. 

I found at that time that my estimate of the 
future profits which that company was going to 
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obtain per share was equivalent to $100.00 per share. 
And that discounted on a 6 per cent pattern over 
the future was equivalent to about $65.00 per share. 
In other words, if the income tax didn’t change and 
if the price of oil continued the same and the costs 
continued in the pattern which I had made, why. 
the person who [223] paid for a share of the stock 
could expect to see $100.00 of profits and earnings 
eome into the company throughout its history per 
share. 

And that discounted at 6 per cent over this period 
and at the anticipated rate of return, that is equiva- 
lent to $65.00 per share. That stock was actually 
sold by the Mills Estate to the underwriting group 
for $32.50 and redistributed by the broker for $36.00 
per share. The brokers were Dean Witter, Smith, 
Barney, Leahman Bros., and one or two more. That 
is what you are asking about? 

Q. Yes, Mr. Paine. Now, did vou also make a 
valuation or an appraisal of the stock of the Francis 
Land Company ? 

eee tell I can relate that in a short time. I 
think Francis was worth just as much as Dominguez 
and no more. In theory there is 10 per cent dif- 
ference there. One could come to the conclusion that 
Francis’ stock, by reason of its holding in Domin- 
euez—vou see, ownership of stock in Dominguez 
Estate Company is almost the only asset that Fran- 
cis had. But when that stock reaches the market 
it would be my opinion it would sell for no move 
than the Dominguez, because it is further removed 
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from its source of revenue, which is entirely the 
income, or almost entirely the income of Dominguez. 

Q. When vou got dividends it could be subject 
to tax to a 15 per cent of the dividends, so that 
would further reduce its value, wouldn’t it, Mr. 
Paine? [224] 

A. It would reduce its income relatively, yes. 

Q, Thats iit mean: 

A. Yes. When you get to taking 

The Court: I am a little hazy here as to what 
Francis has. Francis owns half of Dominguez stock ; 
is that right? 

Mr. Mackay: Francis owns 5,499 shares out of 
10,499. 

The Witness: A little over half. 

The Court: You say the Francis stock is worth 
exactly the same as the Dominguez stock. Do you 
mean that on a prorata basis or what? 

The Witness: Per share. 

The Court: Per share? 

The Witness: Yes. What Francis had was had 
outstanding 5000 shares of stock. And it owned 
5,499 shares of Dominguez. So far each share of 
Francis you would own 1-1/10th shares of Domin- 
guez. Am I correct? 

Mr. Mackay: That is right. 

Mr. Melville: That is right. 

Mr. Mackay: Your Honor, please, could we take 
a recess? 

The Court: Yes. We will suspend at this time 
for a brief recess. 
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(A short recess was taken.) [225] 

Mr. Mackav: You may cross examine. 

Mr. Melville: Do you want to make a stipulation 
at this time? 

Mr. Mackay: Yes. Your Honor, please, in order 
to shorten the time of the trial, the parties have 
agreed to stipulate that the fair market value on 
June 5, 1941, of the royalty imterest of Carson 
Estate is $285,000.00. 

My. Melville: It is so stipulated, vour Honor. 

The Court: In your exhibits, what figures does 
that take the place of? 

My. Melville: That was left blank. That was at 
issue, one of the questions we are trying to prove, 
(ee 

The Court: Off the record. 

(Discussion off the record.) 

The Court: On the record. 

The substance of your stipulation, gentlemen, is 
that on Joint Exhibit 3-C the fifth item, following 
oil properties, which shows on the exhibit as at 
issue, you now substitute the amount which you 
have? 

Mr. Mackay: That is quite all right. 

Mr. Melville: That is correct, your Honor. 

The Witness: What was that amount again? 

Mr. Mackay: $285,000.00. 

The Court: Is there any objection to my putting 
that into the exhibit? [226] 

Mr. Melville: I think it would be advisable, your 
Honor. 
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Mr. Mackay: JI think it would be advisable, your 
Honor. 

The Court: Wery well. $285,000.007 -Ali=iiei 
Thank vou, gentlemen. 

Mr. Mackay: You may cross examine the wit- 
ness? 


Cross Examination 
By Mr. Melville: 


Q. My. Paine, what is fair market value? 

A. That is a legal term. I do not know what 
it is. I am guided in my own estimates. My use 
of the term in my work, I accept as fair market 
value my estimate or opinion of the meeting ground 
at the specific date of a buyer, who is willing and 
able to buy, and a seller, who desires to sell, but 
is not forced to do so; with both of these having 
full knowledge of the facts. 

Now, I am sorry not to respond to vour question. 
IT am not a lawyer. I can’t answer it. It is exclu- 
sively a legal term. 

Q. Do you consider it to be a legal absurdity ? 

A. Not completely. I think many of these legal 
efforts to fit one definition to a great many circum- 
stances leads into situations which approach the 
absurd. No, this conception of the meeting ground 
of these two persons of that date is [227] far from 
absurd. If I understand what you mean by absurd. 

Q. My question wasn’t as to your application of 
fair market value to the facts in this case, or you 
use of it in this ease, but I am just wondering if 
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you don’t fundamentally believe that fair market 
value is a legal absurdity? 

eee e vouldn 1 ¢o that far, no. 

Q. You never went that far? 

A. No, f wouldn’t say I went that far; oh, no. 

Q. Mr. Paine, have you ever written a book? 

A. ‘Would that my enemy would write a book.”’ 
I have written two books; one on the drilling of 
oil wells and the technical methods of producing 
oil, and the second book on the subject of the valua- 
tion of oil properties. 

Q. Is this the book vou wrote, Mr. Paine (indi- 
eating) ? Age es 

Q. When did you write that? 

A. That was along in 741, 742. 

Q. Just about the period we are dealing with? 

A. Yes; a little bit later, I think. 

@. How much later? 

A. Not over a year later. 

Mr. Mackay: I think it says 1942. 

The Witness: August 19, 42. 
By Mr. Melville: 

Q. That is when it was published. When was 
it written? [228] 

A. In the year preceding that. 

Q. 1941? 

A. And it was spread out: Now, I wrote various 
papers at one time and another, and then one day 


I sat me down and wrote an article on the subject 
of fair market value. And then I thought, ‘‘Why 
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take a lot of bites at this apple? Why don’t you 
witte a book?” So I did. 

Q. Would you like to tell the Court what you 
think about fair market value and what you said 
about it in your book? 

A. No, 1 wouldn’t like to. 

Q. Supposing you do it, anyway. 

A. ‘There are a great many references. Sit back 
and relax, because it is going to take many pages. 

The Court: I don’t believe I want the witness to 
read the book to me. 

Mr. Melville: Was that on the record, your 
Honor? 

The Court: Yes. I am serious about that. If 
there is something in the book your particularly 
want in evidence, perhaps we may get it in some 
way besides having it read into the record. 

Mr. Melville: Well, I have in mind, your Honor, 
what this particular witness said in his book on 
pages 165 and 172 with respect to fair market value. 

The Court: Well, I think the book has now been 
[229] identified. I think you may yourself read 
in whatever you wish. 

Mr. Melville: Thank you, your Honor. 

The Court: I would like to have you make it 
brief because I don’t see any point in having a lot 
of it in here. 


By Myr. Melville: 

Q. You may follow me to make sure I quote 
vou correctly. 

‘‘Fair market value is exclusively——’’ 
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Mr. Mackay: Pardon me. Will you give me the 
page? 

Mr. Melville: 165. 

The Witness: Do you want this (indicating) ? 

Ma Wiackay: No, you keep it. 

The Witness: JI have a copy here. I knew he 
would drag it out. 

Mr. Melville: Page 165, Mr. Mackay. 

Mr. Mackay: That you, Colonel. 


By May. Melville: 

Q. ‘Fair market value is exclusively a legal 
term; its origin is in the law and there is its field. 
It is a synthetic expression and traditionally has 
come to mean that amount which would be paid at 
a specific time by a buyer, able and willing to buy, 
and accepted by a seller, willing but not forced 
to sell, with both buyer and seller having a reason- 
able knowledge [2380] of the facts. The basis is, 
therefore, an asumption of a hypothetical trade 
or deal between an imaginary seller and an imag- 
inary seller and an imaginary buyer. Unhappily 
the Courts in their usual endeavor to fit a single 
yardstick to many widely different conditions have 
failed to keep up with progress in the art of valua- 
tion by improving the legal technique or by clarify- 
ing the inconsistencies of decisions. Conflicts of 
decisions in the various jurisdictions are completely 
bewildering, and for this reason a valuation relating 
to fair market value must be predicated as to its 
nature and limitations upon a full definition from 
legal counsel.”’ 
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On page 167, the first full paragraph: 

“Market price should not be confused with fair 
market value.’’ 

Also, on the same page, “‘It is apparent, therefore, 
that the estimate of fair market value must rely 
upon a series of conceptions, all of which are hypo- 
thetical, as to what these fictional characters—the 
willing seller and the willing buyer—would do at 
a given time and place.’’ 

Mr. Mackay: If your Honor please, I don’t want 
to interrupt the cross examination, but it is going 
to be awfully hard to follow this if he is going to 
read through a couple of hundred pages; a little 
bit here and a little bit [231] there, and examine on 
the whole thing. 

The Court: He is apparently about through. 

The Witness: I think this is good. 

Mr. Melville: On this particular pomt I am, 
vour Honor, on page 171, toward the end of that 
paragraph at the top: 

‘‘To a realist it is all very absurd; but it is 
the law, and it can be made intriguing and 
interesting if one brings himself and his rea- 
soning processes playfully to array the buyer 
and the seller in a series of imaginative nego- 
tiations.’’ 


And on page 172, the last paragraph before the 
references: 


‘‘Thus, fair market value is unique and is 
still undefined.”’ 
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By Mr. Nelville: 
©. Now, Mr. Paine, passing 


A. May I answer your questions? I take it this 
reading takes the form of a question. I would like 
ie answer it. 

The Court: I take it now, so far, I think, he is 
about to ask vou a question. Is that right, Mr. 
Melville? 

My. Melville: I was about to leave fair market 
value, in view of what the Court has said. Perhaps 
I should ask a question. 

The Court: If you have any questions, I will 
[2382] permit you to ask him. If you do not and 
he cares to make any statement at this juncture, 
he will be permitted to do so. 


By Mr. Melville: 

Q. I have quoted you correctly, have I not, Mr. 
Paine? 

A. Yes, except in this respect: That you have 
picked out selected sentences, without putting, em- 
bodying the context along that; and to that extend 
it has been quite misleading in places. 

Q.. Did I say anything you did not write or did 
not believe, or do not believe? 

A. What you have erred in is by way of what 
vou left out. You have unfairly quoted specific 
sentences, without giving the rest of the material. 
You know what I am talking about; except in that 
respect you have quoted this correctly. 

Q. I don’t want to be unfair about this, Mr. 
Paine. 
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A. TJ don’t think you do. I think you haven't 
understood how unfair you are. 

Q. If I have left out anything vou think ought 
to be added, you may do so, do so at this time. 

A. It won’t take me long. 

The Court: You may proceed. 

The Witness: The reference to a realist, it is 
all very absurd, refers very definitely to some mate- 
rial right ahead of it. You didn’t read that, which 
would take the sting out of it as far as the legal 
fraternity is concerned. [233] 

I don’t want to go into this lengthily, but I do 
think in vour first quotation, the quotations refer- 
ring to page 165, vou might well have added that 
the appraiser—it says here, ‘‘The appraiser must 
be patient and sympathetic. He must remember 
that, even if the hypothetical conception of the will- 
ing buyer and the welling seller is a fiction, it is 
one that has become established by legal usage and 
must be followed. The law seems to be fond of 
hypothetical situations and people; usually they are 
more tractable and responsive than their real coun- 
terparts, especially among the engineers. The shock 
We receive when we come to learn that we cannot 
reform our parents is slight compared with the 
shock to the engineer who attempts to reform court 
procedure.”’ . 

IT am serious about this because I feel the engineer 
must be guided by the law and the work he does, 
and I endeavor to do that. 

The Court: If the engineer had some yardstick 
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that could be given to use to measure your fair 
market value in all these cases, we would be happy 
to receive it. 

Mr. Mackay: Do you have any further comments 
on this? 

The Witness: No. 


By Mr. Melville: 

@. You also believe, Mr. Paine, don’t you, that 
the work of the engineer has to be made to fit not 
only the law [234] but interests of his clients? 

A. Yes. If his chent—it must be interpreted 
properly. He mustn’t necessarily adopt a partison 
attitude, if that is what you are implying. 

Q. I think the book will speak for itself. On 
page 186 vou deal first with fair market value, then 
present worth and come down to my emplover, the 
Bureau of Internal Revenue. 

The Internal Revenue Bureau receives many 
valuations in matters before this organization. A 
very complete documentary compilation is weleomed 
—one might say it is required. There are a few 
inhibitions as to length or elaborateness. 

A. Unless it is shown no estimate based on com- 
parable properties is possible. Engineering studies 
are in order if made for the purpose of arriving 
at the ratio of values with properties whose sales’ 
history are none. In actual fact too often the ques- 
tion of values in gift and inheritance tax situations 
is resolved by parties and negotiations. 

The Government reaches into the air and brings 
down a high figure. The estate of the deceased then 
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hires experts who turn in a low figure. The two 
reports are incredibly apart, but finally a middle 
ground is reached and agreed to by both sides. 
Probably as reasonably correct an answer as could 
be reached in any other manner while done—have 
a correct conclusion obtained through an erroneous 
line of reasoning. [235] 

@. Do I understand, Mr. Paine, that you are an 
expert who has been Inved by the petitioner in this 
case to turn in a low figure, to quote vour book? 

A. No, vou don’t understand that from anything 
I have said; and it is not true. That is silly. 

. Yor wrote i. 

A. Your question is silly, Not what I wrote. 

Q. On page 4 under the subject of ‘‘Purpose,”’ 
the first two sentences of that: 

‘“Any concept of the value of a thing and 
the processes for ascertaining that value are 
bound to be influenced by the particular pur- 
pose for which the appraisal is being earried 
out. A valuation is never an end in itself, but 
may be required for any one of many pur- 
poses. ”’ 

In your direct examination, Mr. Paine, you 
stated you have had experience in making valua- 
tions for security loans, for oil companies, with a 
view to sale, purchase, mergers, and so forth, and 
also valuations for the Securities and Exchange 
Commission, the landowner, that is, the lessor, and 
so forth. 

Do I understand correctly from your book that 
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in making these valuations for these various pur- 
poses you use a different method and arrive at a 
different result ? 

A. ‘Yes. Ivequently valuations made for a loan 
purpose [236] is directed directly to the question 
of the capacity of the property to pay the loan. ‘The 
final ultimate value of the property is not ascer- 
tained with any degree of great care. 

In other instances, a buyer of an oil property 
may be a refinery company which seeks a supply 
of oil. And he says, ‘‘I want that oi! and I am 
ready to pay a good full price for it.’’ That is a 
different purpose. Another purpose may be the 
ascertainmg of market value. 

@. But if m each case you were asked to ascer- 
tain the fair market value as of a given date, for 
various purposes, would you have different an- 
swers ? 

A. Well, let me point out to you, in moving over 
from this quotation to this question which you now 
put, vou introduce fair market value. If you go 
back to this excerpt you took out in that connection, 
I would call your attention to the fact that there is 
much more material on this subject on page 135 
and page 150. 

Why, I point out to you that on page 4 it says, 
‘Any concept of the value of a thine—’’ not the 
market value. But then here we are talking about 
the value of a thing. Now, do you wish to introduce 
the expression ‘‘market value’’ in there or not? 
If so, then don’t rely on the book. 
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Q. Is it true, Ma. Paine, that the value of a 
property to a seller differs from its value to a 
buyer? 

A. It may differ quite widely, depending upon 
the [237] circumstances. I can’t answer that spe- 
cifically unless you describe the seller and the buyer 
to me. I think it would help vou if you read the 
last paragraph on page 150 on this subject. 

Mr. Mackay: You have a right to explain that, 
Mr. Witness. 

The Witness: i say, ‘* Here again is the signifi- 
cance of the purpose for which a valuation is made 
and an indication of how the one property may be 
found simultaneously to have different values for 
different purposes,’’ and so on. 

‘‘An engineering appraisal, computed in ac- 
cordance with the wish of some one whose de- 
sire is the immediate investment of surplus 
income through the agency of drilling oi] wells 
and whose tax position makes that course espe- 
cially advantageous, may arrive at a value quite 
different from what is estimated for a company 
situated so that it 1s not prepared to advance 
development expenses and is, in facet, more 
concerned with early earnings and dividends 
in its operating and financial program. The 
meanings of the expression ‘value’ are very 
different to these two interests.” 

I think that is what you are reaching for. 

By Mr. Melville: 
Q. Mr. Paine, is there any legal complications 
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involved £238] in making appraisals for the Securi- 
ties and Exchange Commission, which you don’t 
run into in making appraisals for ordinary clients? 

A. Yes. 

Q. Explain that, please. 

A. ‘The principal thing is that the Securities and 
Exchange Commission uses the word, not revela- 
tion, but something lke that—you must reveal all 
the facts. You must hang all the wash out on the 
line and reports must be made for the Securities 
and Exchange Commission, which should be very 
full and complete in that respect. 

But aside from that, the Securities and Exchange 
Commission gives one a great freedom in preparing 
it, the material. 

(). Is there any penal provisions in the event 
that you render an erroneous or false report? 

Mr. Mackay: If your Honor please 

The Court: JI wonder if we are not going afield. 
I have permitted you to go much further with ex- 
cerpts both from the standpoint of the petitioner 
and the witness, and from the standpoint of the 
counsel for the Government, than is material to 
this case, of the reading from this book. 


Yet I think it will soon begin to hold you down 
to general rules of cross-examination. I am not 
sure in going into the Securities and Exchange 
Commission, that it has much [239] to do with it. 

We are dealing here with fair market value upon 
a basic date. The witness apparently understands 
what is meant by fair market value, from the law 


220 Victoria L. Cotton vs. 


(Testimony of Paul Paine.) 

standpoint, and has attempted to give us his idea 
of fair market value. I would hke to have your 
cross-examination limited, as nearly as vou can, 
to testimony which the witness has given. Yet I 
don’t wish to foreclose you from any proper cross- 
examination. 


By Mr. Melville: 

Q. Mr. Paine, at one point in your testimony 
you referred to using the price of 40 cents per 
barrel in making your estimates. Would you ex- 
plain that, please, how vou arrived at that 40 cents 
a barrel? [240] 

A. Well, I compared it with transactions which 
1 have observed from time to time that were ac- 
tually made and their equivalent per barrel as those 
transactions were made; particularly this one of 
the Dominguez Oi! Mields Company, in which the 
price at which that stock went out was equivalent 
to 34 cents per barrel in the ground. 

This royalty was worth more money in the ground 
than the Dominguez Oi] Fields Coimpany’s interest 
beeause the Dominguez Oil Field has to pay as a 
lessee the operating expenses, whereas the royalty 
comes to the Dominguez Estate Company almost 
clear of any contribution toward the development 
or the operations. 

Other trades have been made in which the price— 
the equivalent value per barrel in the ground would 
range from 70 cents or more clear down to 15 cents. 
This 40 is my idea of what was a proper price for 
this. 
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Q. In other words, it is your understanding that 
the parties have not agreed upon the probable 
future price of oil in this case? 

A. I know nothing about that. I am considering 
just what would have been the view of the seller 
and the buyer at that date. 

Q. And you took your own figure of 40 cents 
a barrel, rather than any figure that the parties 
may have agreed to? A. Oh, yes. [241] 

Q. If the record should show that the parties 
had agreed to use specific prices for the future oil 
to be produced, with respect to various leases, would 
that change your testimony ? 

A. Wait a minute. 

Mr. Mackay: Just a moment. I object to that, 
if vour Honor please. The record is quite clear on 
that. We have stipulated, if your Honor please, 
the oil reserves, we have stipulated the probable 
future production. 

The Court: I think his 40 cents a barrel that 
he is talking about it an entirely different item than 
the $1.15 a barrel, or whatever it was, you stipulated 
in the probable selling price. 

Mr. Melville: That is what I want to clear up. 
I am not clear yet. 

The Witness: My 40 cents is my estimate, what 
the buyer and seller considered that oil to be worth 
in the ground, if your stipulation was the equiva- 
lent of an expected return of $1.18 per barrel over 
the hfe of the property. 
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By Mr. Melville: 

Q. <A barrel of oil is worth more to the lessor 
than it is to the lessee; is it not? 

A. Generally it is worth more to the lessee than 
it is to the lessor because the lessee uses it in his 
pipeline and refining and marketing operations. 

@. Who bears the cost of lifting it? 

A. The lessee. 

Q. What does that cost of lifting usually run: 
to per barrel ? 

A. It will vary from a few cents up to a large 
amount. 

@. How much? 

A. Let me say—referring to your question which 
was what a barrel of oil was worth in the ground. 
Did you mean in the ground? 

A. No, I meant at the surface. 

A. No, it is worth more to the lessce than it is 
to the lessor. 

Q. How about it in the ground? 

A. Then it is worth more to the lessor than the 
lessee because the lessee must pay the cost of lift- 
ing, and the cost of lifting averages on this prop- 
erty—I wouldn’t know ‘precisely, but I would say 
it would be somewhere around 15 or 18 cents per 
barrel, or something of that order of magnitude, 
not including federal and state income taxes. 

Q. Do you have any opinion as to what it costs 
to develop a barrel of oil, that is, discover the oil 
in the ground ? A. Yes. 

Q. About how much would you say here in 
Southern California? [243] 
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A. It would have to be a wild guess, but 1 would 
say probably it costs 25, 30 cents. Now, I am an- 
swering your question which was to discover a 
barrel of ol] in the ground. That does not include 
the cost of acquisition, development production. 

@. Now, frankly, Mr. Pame, I am referring to 
the report which you also referred to in your book, 
made by the Chase National Bank of New York 
City, as to the sources, disposition, characteristics 
of the capital employed by 30 oil eompanes. 

A. Where is the reference in my book to that? 
Look at your date on that; a couple of years after 
my book. 

@. I stand corrected. This particular one was 
subsequent to vour book. 

A. Joe Poke didn’t write that until a long time 


after. 
Q. Didn’t they write other analyses of this gen- 
eral subject ? A. J think so. 


@. I just wanted to tell you what I had in mind, 
so it might help you answer my questions. 

Now, you have answered the question as to dis- 
covery but qualified it by saying it didn’t include 
other things. 

A. No, I haven’t qualified it. I poited oui to 
you, I answered your question about what it cost 
to discover the oil; that is, the exploration. [244] 

Q. That is how much? 

A. My estimate of 25 cents is Just a wild guess. 
I rebel at being called to express it, it can vary so 
widely. 
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We have that question of whether it is cheaper 
to buy oil that somebody else has found, or go out 
with a lot of geologists and expense accounts and 
try to find it yourself. No two companies have the 
same experience. Some companies—I don’t want 
to make a speech. 

Mr. Mackay: You have a right to explain. 

The Witness: Some companies are character- 
ized by having a large number of geologists, and 
they find it cheaply, but they buy it advantageously. 
A question of this kind is almost impossible to run 
down and get a figure on because the companies 
will not reveal them; others buy it advantageously. 


By My. Melville: 

Q. In making your valuation in this ease, Mr. 
Paine, did you do so on the basis of value per bar- 
rel of daily oil production ? 

A. That was one of the courses I followed. 

Q. Is that one you recognize as being 


A. Oh, yes. It isn’t a primary one. It is one 
we use largely for checking others and for check- 
ing the merits of other properties. But it is one 
that is used professionally constantly by dealers. 

Q. Would you explan—I am referring now to 
page 155 [245] of your book, the middle of the page, 
wherein you say: 

‘‘The method and the measure 
This is on the subject, incidentallly, of the daily 


barrel 
¢¢ 


ee) 


lack precision and have no direct field 
in finished valuation practice.”’ 
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Would vou explain that, in the light of vonr pre- 
vious answer ? 

A. By finished valuation I mean these engineer- 
ing and analytical appraisals, which work out each 
on the right-hand side of the decimal point. Is that 
clear? 

Q. Not exactly. Did vou make a finished ana- 
lytical appraisal in this case? A. Yes. 

Ow oo imei its, 1 your opinion, this metlrod 
has no direct field or has no application, as I under- 
stand it, then, to a finished analytical appraisal. 

A. You are mixing up apples and cranberries, 
Mister. You can’t use this method in an analytical 
appraisal. Understand analytical or engineering 
appraisal is one derived of an estimate of the pres- 
ent worth of the future profits. 

Mr. Mackay: An appraisal by this method is a 
different method of appraisal. You are not going 
to use one for the purpose of accomplishing the 
other, which I understand your question to be. [246] 


By Mr. Melville: 

Q. What method did you use in this case then ? 

A. In my appraisal of the market value? 

Q. Yes. 

A. I used the method of making all these ap- 
praisals, wrapping them up and looking them over 
and weighing them and arriving at my estimate. 
Market value must be an estimate. It can’t be a 
precise meticulous mathematically derived figure. 
It has to be an estimate. It is based on the concep- 
tion of a transaction which did not take place be- 
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tween two persons who do not exist. 

Q. Is the pay-out method a recognized means 
of valuation ? A. Yes. 

Q. Do you use that in this case? 

A. Yes, I testified that. 

@. What value did you get on the pay-out? 
How many yeais pay-out did you use? 

A. Four years and five years. The value at five 
years was $3,134,620.00. And at four years was 
$2,,504,896.09. 

Q. You are generally familiar with the oil prop- 
erties that we are appraising here? 

A. I think I am, yes, except some of these iso- 
lated small properties. 

The Reyes lease? 

The Reyes and the Carson-Union. [247] 
Mighty good lease; isn’t 1t? 

Splendid property and well operated. 


ZO POPS 


Do you know of any properties in Southern 
Califor nia that are any better? A. Yes. 

Q. Would you classify it as one of the best? 

A. Itis avery good property; no question about 
that. 

@. One of the best? 

A. I would almost go that far with you, yes. 
It isn’t one of the best. It wasn’t one of the best 
on this date because those Miocene wells were be- 
ginning to show very high gas and oi] rate. At this 
date it was wondered how far that Miocene sand 
was going to go. 


are 
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Q. Would you say the Reyes lease was settled 
production ? 

A. Tam sorry. J will have to ask you to defme 


” The reason for that is 


the ‘‘settled production. 
that settled production is used very sloppy, espe- 
cially by attorneys. I will endeavor to answer your 
question if you will tell me what settled production 
is. I don’t know. I am not trying to avoid your 
question. You tell me what you mean by settled 
production. 

Q. I was just quoting from your book, so I will 
read the part that I had reference to. Page 151, 
under ‘Payout Method,’ the second paragraph 
there ends with this sentence: [248] 


“The payout period in transactions of de- 
veloped oil properties has generally ranged for 
working interests from four to seven times the 
annual earnings. Many dealings in royalty in- 
terests under wells which are settled and se- 
verely curtailed have been transacted for as 
much as twelve times the annual rate of re- 
GUT,” 


Now, Mr. Paine, in view of that statement in 
your book, wherein you state that from four to 
seven times and in some cases as much as 12 times, 
why do you use such a low period in valuing the 
oil royalties in this case? 

A. First let me refer you to page 41 which says: 


‘Settled production is an expression which 
has many interpretations. It is apphed to the 
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yield of a well or of a property. To the layman 
it can be seriously misleading 1f he aecepts it 
to mean a productivity rate which has ceased 
to change or a decline that has come to rest.”’ 


It goes on. It will tell vou about what settled 
production means. 

Now, the 12 times the annual rate of return re- 
ferred specifically to those properties which are 
very severely curtailed; the West Texas Oil Wield 
properties which had [249] tremendous capacity to 
produce and yet were having their oil withdrawn 
at very low rates. 

Now, the lower rates would all be a funetion of 
how one views it and how one feels about its trad- 
ing range. 

No smal] element in all of these situations is the 
income tax outlook and the oceasion, the feeling of 
one that the return is not going to be as great as 
he might infer from a study of the figures without 
some consideration of his tax position. 

@. That coneludes your answer? 

A. Yes, sir. 

Q@. What I am tryiie to get at, Bir Panne 
this: You have testified that the value of oil in the 
ground is greater to the lessor than to the lessee. 
Is that correct? 

A. A barrel of oil in the ground generally is. 

Q. And your book says that from four to seven 


years pay-out for the lessee; doesn’t it? 
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A. Yes, in some instances. I don’t think it lays 
it down as a fixed rule. 

@. That is a broad range, four to seven? 

A. Not in the oil business, no. 

Q. Then you go up to 12, which you explain 
what fields the 12 would apply to. Would the 12 
apply to the Reves lease? A. No, [250] 

Q. If four to seven is the proper years to apply 
to the lessee, what would be the vears to apply for 
the lessor interests. 

A. It all depends on the circumstances. Describe 
tie property to me. 

Q. Reyes. 

A. There wouldn’t be much difference there be- 
cause it isn’t severely curtailed. As a matter of 
fact, a lot of that oil in the Reyes lease is more 
valuable to the lessee than it is to the lessor, he- 
cause they take oi] right over to their refinery, run 
it through, market it, distribute it. 

Q. Didn’t your testimony earlier this afternoon 
establish that in your opinion oil in the ground was 
of more value to the lessor than to the lessee? 

A. I think that generally is the case. 

Q. Isn’t that true in the Reves lease? 

A. Idon’t know, because I don’t know what the 
value of that—let me finish my answer. Relax. f 
don’t know what the value of that 011 is to the Shell 
Company or to the Union Oil Company, as far as 
its ultimate worth and what they are able to do with 
it. Whereas, the landowner gets his cash settlement 
from the company. 
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Q. Well, it is certainly worth as much to the 
lessor as it is to the lessee; isn’t it? 

A. Is this in the ground or at the surface? [251] 

Q@. In the ground. That is where the oil still 
is we are valuing here. 

A. Yes. It would be the difference—the differ- 
ence would be academic. I can’t be responsive more 
thoroughly to it than that. 

Q. ‘Tell us, Mr. Paine, since in your book you 
said four to seven years was proper for the lessee 
and since vou now state that the lessor’s interest 
was Just as valuable, why do you use the minimum 
of four rather than the maximum of seven, in view 


of your testimony that the Reyes lease was one of 
the best ? 


A. I don’t know why, as far as the book is con- 
cerned. I can’t answer for how I was feeling about 
it at the time of the book. Let’s leave it there. I 
don’t certify to you that every statement in the 
book is correct. The book, in some places in the 
book I speak about royalty oi] or oil in the ground 
being worth nearly always 50 cents a barrel. As 
a matter of fact, there have been widespread devia- 
tions from that. In instances in 1934 oi] in the 
ground in Santa Maria was selling to the basis of 
about 14 cents a barrel in the ground. 

Q. We are talking about 1941, Mr. Paine, the 
year in which you wrote this book. This 1s what 
you say on page 110: 


“The cost of finding and buying lessee oil 
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of good quality in the [252] ground which has 
been discovered by another person is greater 
than 40 cents.’’ 


You haven't changed your mind about that? 

A. I don’t say that is an inflexible rule that fol- 
lows in every instance. As I say, I know of in- 
stances where oil has sold in the ground for 14 
cents or 15 cents. 

Q. Well, let me just read one more paragraph 
from this same subject matter on page 111: 


‘Oil in the ground which is proved up but 
not drilled up is, therefore, a unit of commerce. 
As such, it engages the attention of the apn- 
praiser and is found to sell for as much as 50 
cents or more per barrel, depending on quality, 
crude prices, costs, and other factors. Almost 
any erude for which there is a market and 
which can be profitably obtained is fairly worth 
10 cents per barrel in the ground.’’ 


Do you have an opinion at this time as to how 
much the oil in the Reyes lease was worth in the 


gromd in 1941? A. To the lessor? 

Q. Yes. A. 40 cents a barrel. 

Q. Is that the figure on which you base your 
appraisal? [253] Eee Cs: 


@. You consider oil royalty as a good invest- 
ment ? 

A. Good oil royalties are a very good invest- 
ment. 
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Q. We are talking about good oil royalties in 
this case. 

A. You are doing the talking. These are very 
good oil royalties; it is a splendid investment. 

@. You think this is a splendid investment? 

A. Yes. 

Q. You consider it a good hedge against infla- 
tion ? 

A. I haven't been much of a believer in infla- 
tion and I haven't leaned toward getting much of 
a hedge. There is probably a hedge, but investors 
think so more than I do. 

@. You said something in your direct examina- 
tion about the factors you took into consideration 
in valuing the stock of the Dominguez Estate Com- 
pany. Did I understand you to say that one of the 
factors or one of the reasons why you applied a 
certain discount was the cost of making a market 
for it? 

A. The cost, the difference that is reflected in 
getting the stock out into the investment channels, 
going through the financial houses and generally 
that is not less than 10 per cent. 

@. Now, Mr. Paime, if a given stock, let’s say 
Chesapeake & Ohio, today sells over the New York 
Stock [254] Exchange at $58.00 a share, does that, 
in your opinion, establish the fair market value? 

A. If it is being traded in at $58.00 a share I 
would think that is the fair market value. 

Q. Supposing there was 1,000 shares sold today, 
at one figure and one figure only, $58.00 a share, 
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would that, in your opinion, establish that $58.00 
is the fair market value of Chesapeake & Ohio? 
A. That would be my opinion, yes. 
Q@. How about the broker’s commission that 
would have to be paid by the seller and the buyer? 
A. Each one of those goes, each on one side of 
that $58.00. 
Q. That is my point. Therefore, why did you 
take the discount to cover the making of a market? 
A. Because this stock is unknown. It has no 
Mmat<Cielie wasn t listed. It wasnt waded. You 
are comparing a stock that was established on the 
trade that was listed, that was being dealt in. Now, 
you don’t move a stock that is in a hermit company. 
That is unknown. That has no market. You don’t 
move that out into the listing and the stock ex- 
changes without some expense. 
Q. Would it surprise you to know there was a 
ready market for this stock? 
A. Yes,—not that there is a ready market for 
this [255] stock, but you would have to name the 
price for me. There is a ready market for any 
stock. There is always somebody up on the third 
floor of these buildings that will buy these stocks, 
but you have to put the price right. 
Mr. Melville: No more questions. 
Mr. Mackay: That is all, Mr. Paine. 
(Witness excused.) 

The Court: We will suspend for a brief recess. 
(Short recess taken.) 

Mr. Mackay: I will call Mr. Lovelace. 
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called as a witness for and on behalf of the peti- 
tioner, having been first duly sworn, was examined 
and testified as follows: 


Direct Examination 


The Clerk: Will you give your full name for 
the record? 


The Witness: Jonathan B. Lovelace. 


By My. Mackay: 

@. What is your address, Mr. Lovelace? 

A. 650 South Spring Street, Los Angeles. 

@. What is your business? 

A. Investment research and investment manage- 
ment. 

Q. Mr. Lovelace, will you start with your edu- 
cation [256] and briefly sketch your career up to 
the present date? 

A. I was graduated in 1913 from the Alabama 
Polytechnic Institute, with a degree of bachelor of 
science and engineering. J took the Master’s De- 
gree the following year and remained there as in- 
structor through the summer of 1917. 

In 1917 I entered the Officers’ Training Camp 
and on graduation was commissioned second lieu- 
tenant and volunteered for service in France. 

I went to France in December, 1917, and served 
throughout the war in the anti-aircraft artillery, 
ending up as a captain at the end of that service. 
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Early in 1919 I returned to the United States 
and J entered the employ of E. FE. MacCrone & 
Company, Detroit, Michigan, who were members of 
the New York Stock Exchange. I remained with 
that firm until the fall of 1929. My work at the 
outset was as statistician and analyst, and subse- 
quently I became head of the wnderwriting depart- 
ment and in charge of the company’s investments. 

I became a partner in 1924, and as a partner had 
a voice in passing upon underwritings, negotiations 
of underwritings, and the management of invest- 
ment funds of the firm and of an investment trust 
which represented funds of a number of small in- 
vestors consolidated mto one investment trust, 
which the firm sponsored. 

In the summer of 1929 we had a disagreement 
between [257] the partners as to our policy with 
respect to our common stock holdings. I favored 
the sale of stocks and when my views were not 
followed I determined to withdraw from the firm 
in order to cash in on the values which then ob- 
tained. I gave notice of withdrawal in September, 
1929, and the following year I move to California. 

In 1931 I was asked by a group of businessmen 
in Los Angeles, who were then the directors of two 
local investment companies, namely, American 
Capital Corporation and the Pacific Investing Cor- 
poration, to organize a research group to analyze 
and recommend investments for the portfolios of 
those two companies. 

I formed such a company under the name of 
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Capital Research Company, and subsequently I be- 
came chairman of the investment committees of 
the law investment trusts referred to. 

fn August, 1932, I was made chairman of the 
investment committees, with primary responsibility 
for the management of the funds of the two com- 
panies, the Pacific Investing Corporation having 
become Pacific Southern Investors, Inc., through 
merger in early 1932 with Southern Bond & Share 
Corporation. 

Since August, 1932, I have continued to direct 
the work of the Capital Research Company and to 
supervise the buying and selling of securities for 
these two investment [258] companies in my 
capacity as chairman of the investment committees, 
with primary responsibility for portfolio manage- 
TENT. 

Late in 1932 I was requested to assume the presi- 
dency of the Investment Company of America, a 
common law trust which was under the manage- 
ment of a trustee corporation directed by members 
of the firm of E. E. MacCrone & Company, from 
which I had retired in September, 1929. I assumed 
the presidency of the trust and also the presidency 
of the management corporation which supervised 
the portfolio of the trust. 

The Investment Company of America was con- 
verted into a corporation in December, 1933, and 
IT have since continued as president of the Invest- 
ment Company under a management contract. I 
have since continued as president of the Invest- 
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ment Company of America and as president of the 
company which manages the funds of that com- 
pany under a management contract. 

Mv present activities are those of president of 
the Capital Research Company and of Capital Re- 
search and Management Company, chairman of the 
Investment Committee of Pacific-American Inves- 
tors, Ine., and president of the Investment ¢ om- 
pany of America. 

In addition to my work in this investment field, 
T am now, and have been for several years, a direc- 
tor of the [259] following corporations: Pacific In- 
demnity Company, Pacific Finance Corporation, 
Automobile Finance Company, Barker Bros., lead- 
ing house furnishings company. In addition I am 
a trustee and a member of the executive committee 
of the Southwest Museum, and a member of the 
finance committee of the Huntington Memorial 
Hospital, institutions having endowment funds ad- 
ministered by their respective trustees. 

Q. Now, going back to your experience in De- 
troit, you mentioned underwriting. Will you please 
tell us what was che nature of your underwriting 
experience? Name some of the companies that vou 
handled. 

A. I made the analysis to determine the public 
offering price and the underwriting price of the 
eommon stocks of several corporations. ‘Those 
coming first to mind being the Seagrave Corpora- 
tion, which is engaged in the manufacture of 
fire-fighting apparatus; the Holland Furnace Com- 
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pany, which manufactures warm air furnaces and 
heating equipment; and Mead Johnson Corporation, 
which manufactures food products for infants and 
elnldmen: 

Shares of these companies were successfully mar- 
Keted, the first two being traded in now on the New 
York Stock Exchange and the latter on the New 
York curb market. These are the companies in 
which I had the primary responsibility for the 
analvss of the company and the negotiations for 
underwriting, but I participated as a member [260] 
of the firm in decisions in respect to a number of 
other companies whose common stocks subsequently 
were and now are being traded on the principal 
exchanges of the country. 

Q. Now, in connection with your work with that 
firm in Detroit, did vou have charge of any invest- 
ment funds, purchases and sales of stock? I think 
vou have already testified regarding one investment 
erect, 

A. Aside from the company’s own holdings, the 
principal fund which we managed was that of the 
Investment Company of America, the investment 
trust which I referred to above. The firm had a 
number of individual clients of considerable wealth 
with whom we advised as to the purchase and sale 
of common stocks, but this work was more of an 
investment counsel nature, rather than a direct 
management. 

Did you personally have charge of that work in 
the firm? 

A. Yes, I was manager of the investment re- 
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search and management department and responsible 
to the partnership for that branch of the work. 

Q. Now, in connection with that work, what was 
your method of approach and the tvpe of activity 
carried on? 

A. The object of our research and management 
department was to keep the funds of the investors 
at work in common stocks which were considered to 
have the greatest promise with respect to dividends 
and appreciation. [261] 

In developing the hackground for this work, we 
organized a staff of economists, statisticians and 
analysts. 


We first made an analysis of the general eco- 
nomic situation, taking into account the political 
situation, economie conditions and all factors which 
have a bearing on the future of securities prices. 
This was for the purpose of determining whether 
or not conditions were favorable for the purchase 
or retention of common stocks. Then we analyzed 
the industries to determine which industries weve 
most favored by prevailing economic conditions. 
Then we analyzed the individual companies for the 
purpose of determining which companies within the 
industries appeared to have the greatest poten- 
tialities. 

This work involves study of capital structures, 
appraisal of managements, and so forth. From the 
reports of this staff, we would determine the in- 
dividual stocks which should be purchased, those 
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which should be retained, and those which should 
be sold. 

Q. Now, you have testified in 1931 you became 
eonnected with the American Capital Corporation 
aud what is now the Pacific Southern Investors, 
Ine., and I think vou also testified that in August, 
1932, you became chairman of the investment com- 
mittee of each of these companies? A. Yes. 

Q. State briefly the nature of your duties and 
activities in connection with those companies. 

A. As chairman of the investment committee of 
the two companies referred to I was given primary 
responsibility for the management of their port- 
folios, and, as background for that work, J had 
before me the studies of the Capital Research Com- 
pany, which had been formed for the purpose of 
supplying the material needed as a background for 
the determination of investment policy and the 
selection of individual issues. The Capital Research 
Company was staffed in much the same manner as 
that I described for the research organization when 
T was in Detroit. We retained Dr. Lionel D. Edie as 
consulting economist, and I secured the services of 
a number of analysts and statisticians who were 
earrving on the work of analyzing industries and 
companies. 

The research reports were made available to the 
investment committee, and in my capacity as chair- 
man, I had authority from the board of directors 
to determine upon investment policy and to place 
orders for the purchase and/or sale of securities 
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held by the two investment companies. Since I was 
president of the Research Company, as well as 
chairman of the investment committee, I was con- 
tinuously working with the research material, and 
from my studies | made recommendations to them 
with respect to securities offered and those contem- 
plated for purchase, and these recommendations 
were usually followed. [263] 

Q. I think vou also mentioned The Investment 
Company of America, to which I think you returned 
late in 1932. ees: 

Q. What has been your duties with the corpora- 
tion or trust since 1932? 

A. I had been president of The Investment 
Company of America over that period. In addition, 
the president of the Management Corporation. Mv 
duties as president of the management company 
were essentially the same as those of chairman of 
the investment committees of the two local trusts. 
I had the major responsibility for supervision of 
the investment portfolio of The Investment Com- 
pany of America. 

Q. Am I correct in understanding that since 
1932 vou have had the principal responsibility for 
the purchase and sale of assets owned by these 
three investment trusts or companies that you have 
mentioned ? IN NGS 

@. What are the relative sizes of these eom- 
panies ? 

A. Pacific Southern Investors, Inc. and Ameri- 
can Capital Corporation were merged in 19438, in 
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August to a company known as Pacific-American 
Investors, Inc. The assets of that company at June 
30, 1945, were approximately $15,350,000.00. The 
assets of the Investment Company of America were 
approximately €5,250,000.00. 

Q. You say you have had primary responsibility 
for the [264] management of these three companies 
since August, 1932. Can you tell us what the oper- 
ating results have been and something about the 
method of operation? 

A. In the ease of Pacific-Southern Investors, 
Ine. and American Capital Corporation the audited 
report of Messrs. Haskins & Sells was made to trace 
the record of the earnings and gains for stockhold- 
ers of the two companies from August 31, 1932, to 
December 31, 1942. That showed a total of net 
income and gain for securitvholders of 95.36 per 
eent for Pacific-Southern Investors, Inc. and 98.71 
per cent for American Capital Corporation; an 
average of 97.53 per cent wlich is at the rate of 
9.4 per cent per annum over this period. 

The net assets of the merged company as of 
December 31, 1942, giving effect to the merger, were 
$10,024,000.00 and the net assets of the company 
as of June 30, 1945, were $15,572,000.00, an inereaxe 
for the two and one-half vear period of more than 
50 per cent, or, in dollars, in excess of $5,000,000.00 ; 
and this gain is after dividend payments for the 
period exceeding $1,000,000.00. So that over the 
13-year period the annual return has been some- 
thing like 11 per cent per annum average. 
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In the case of The Investment Company of 
America, which is an open end investment trust, the 
results are published periodically in  Barron’s 
Weekly where comparison [265] is made with the 
results achieved for other like funds. 

In its issue of January 29, 1945, Barron's pub- 
lished a table showing the results achieved for 
shareholders of all of the leading open-end invest- 
ment companies over a period of vears, and inserted 
a column showing results for the war years, that 
is, in the period from December 31, 1938, to De- 
cemhber 31, 1944, inclusive. In that period they 
showed the gains for shareholders of The Invest- 
ment Company of America amounted to 55.9 per 
cent, the highest of any company, and comparing 
with an average of 35.6 per cent for all of the com- 
panies tabulated. 

Q@. What are the average number of issues held 
by each of these companies and what volume of 
sales or purchases are made on the average for each 
of these companies during the calendar year? 

A. We try to hold between 70 and 90 individual 
securities to get wide diversification. During the 
course of a year we may sell as many as 25 or 30 
of these issues and we may buy a like number 
and put the amount of money into a lesser number 
of securities we feel complete confidence in. 

Q. In connection with each of these sales or 
purchases, what is your method of investigation 
by way of determining the new issues which vou 
are going to purchase? | 
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A. The staff of analysts is continually studying 
the outlook for various industries. When we can 
detect a [266] change for the better in an industry 
not 1epresented in our portfolio, we then seek to 
find the strongest company in that industry, the 
company with the soundest capital structure, the 
ablest management and most favorably situated, the 
company having the greatest potentialities in that 
particular industry. We not only have statistical 
analysts but men in the field calling on corporations 
and trying to find out what new products they have 
and what their plans are for the future. Under cer- 
tain conditions we might conclude that the public 
utility industry was faced with such difficulties that 
we would not care to own any securities in that 
industry, and buy into some other mdustry, auto- 
mobiles or broadeasting that we thought had better 
prospects over the vears ahead. 

We are constantly weighing the outlook for vari- 
ous industries and weighing the situation of idi- 
vidual companies, seeing what price the company 
is selling at in relation to its earning power and 
its prospects for future earnings. 


- 


and formed an opinion as to the fair market value 
on June 5, 1941, of the Dominguez Estate Company 
stock ¢ A. IJ lave: 


Q. In doing that are you familiar with the 
stipulations that have been filed in court, and the 
exhibits? A. Yes. [267] 


Q. My. Lovelace, have vou made an appraisal 
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@. You were given copies of them? 
A. I was, ves. 
Q. You have made an analysis of it? 
A. Yes. 
Q. Now, would vou please tell the Court what 


the general market conditions were at June 9, 
1941, here in Los Angeles? 

A. Yes. In order to vefresh my mind as to 
conditions in June, 1941, I read back through the 
commercial and financial columns and Moody’s 
Investor Service, to see what they were saving at 
that time, as a check on my memory. 

We had some pretty hectic vears. We don’t try 
to remember precisely the conditions at a date hke 
that. I took the Moody’s Service which comes out 
each week and read through their comments, sum- 
marics of their comments for Mav 5, 1941, through 
to June 9. That is the period just ahead of the 
date of this appraisal. The issue of Mav 5th says: 

“Sagging prices without any heavy licuida- 
tion were seen in last week’s stock market. 
Many stocks touched new lows for 1941 and 
some fell below their lowest levels of the 
previous vear. No startling news accompanied 
this market reaction which seemed due to the 
obvious es 

The Court: I suggest we not read from the 
reports. You tell us the general conditions of the 
market. I think it would be better. 

The Witness: The condition of the market at 
the time was one of fear. It was a period in which 
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developments [268] in Europe were very unfavor- 
able. There was great coneern about higher taxes. 
There was concern as to whether we would get into 
the war or not, and particulariv since May 29th, 
I believe it was, 1941, the President declared an 
emergency. I am not sure of the exact title he 
used. He declared unlimited emergency Mav, 1941. 

The attitude of investors generally was one of 
uneertainity, and particularly of fear regarding 
higher taxes, because that was—new tax proposals 
had been made in May, 1941, all looking toward 
higher taxes. The Treasury had set the goals of 
increasing its income from $12,000,000,000.00 to 
$19,000,000,000.00. That forecast was surely higher 
taxes. Under those circumstances the investors were 
rather cautious, and as a result you had common 
stocks selling very low in relation to their assets 
and earnings. 


By Mr. Mackay: 

Q. Well now, vou stated the common stocks were 
selling low with respect to their relationship of 
their assets to their earnings. Can you give us 
some light on that, as to what stocks vou have in 
mind? 

A. Yes. I went through a list of stocks we fol- 
low as being interesting companies with interesting 
prospects, and I listed 50 companies. I might give 
a few. American Radiator Company, Atlantic Re- 
fining, Bethlehem Stecl, Borg Warner, Byron Jack- 
son, Chesapeake & Ohio, Chrysler [269] Corpora- 
tion, Columbia Broadcasting, Commercial Credit, 
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Commercial Investment Trust, Consolidated Kdison, 
Decre & Company, Douglas Aircraft, Dresser Manu- 
facturing, Electric Auto-Lite, Food Machinery, 
General Motors, Goodrich, Goodyear Tire & Rub- 
ber, Greyhound, Holland Furnace, Kalamazoo 


Stove, Lambert Chemical, Libby-Owens-Gord 


The Court: Do you want all of these in? I think 
we have enough. 

The Witness: A representative list of stocks. 
Those stocks were selling June 5, 1941, to yield on 
the average of 9.6 per cent and were selling at 
7.1 per cent times the 1940 earnings, and 8.2 per 
cent times the 1936 to 1940 average earnings. 

Take the same list and eliminate the aircraft and 
oils and steels as being special situations there, par- 
ticularly in the steels and airveraft for the very high 
earnings, hecause of the war situation, and the 
average earnings ratio dropped to 7.8 per cent, 
instead of 8.2 per cent for the 50 stocks; but not 
any material difference. 

Roughly, the common stock of very important 
companies, all listed on the New York Stock Ex- 
change, were selling at about eight times the net 
earnings of the preceding five years, and about 
seven times the earnings of 1940. 

Q. Did you make a comparison as to the rela- 
tionship of the sales price of those stocks to their 
market value of [270] the assets behind them? 


A. I didn’t. I did to the oil companies. They 
were more pertinent to these analyses. They were 
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selling generally about 45 to 50 per cent of the 
asset value. 

Q. What do you have to say about that? That 
is, the oil companies? A. Yes. 

Q. When vou speak of the oil companies, those 
were the oil companies whose stocks were listed on 
the various exchanges? 

A. I didn’t get the question. 

Q. When you speak of the oil companies, those 
were the oil companies whose stocks were listed 
on the various exchanges? 

A. Yes, listed and actively traded on the New 
York Curb, and New York Stock Exchange, and so 
forth. In fact, I have several oils in this group, I 
thought it better as a measuring stick to take the 
average of a broad list of stocks. Any investor con- 
sidering the purchase of the Dominguez Estate 
stock or any other stock would compare it with 
any other stocks available in the market. 

Q@. What oil stocks did you take under cen- 
sideration ? 

A. Ihaven’t my list here. I notice I didn’t place 
a great deal of weight on that. I took another ap- 
proach in my appraisal. I can furnish it if you 
would like to have [271] it. 

Q. Now, Mr. Lovelace, taking into consideration 
the stipulation and the exhibits that have been 
offered here, and your knowledge of the market 
conditions at that particular time, will vou please 
tell the court how you arrived—and assuming that 
the oil royalty of the Dominguez Estate Company 
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at June 5, 1941, had a fair market value of 
$3,000,000.00, will you piease tell the court how 
you arrived at your valuation and what it 1s? 

A. I placed a value on the stock, fair market 
value on the stock of Dominguez Estate Company 
as of June 5, 1941, of $418.00 a share. 

Any security, the value of a security, the fair 
market value is dependent on earning power and 
on its assets, the ability to earn money over a 
period of vears, the dividends it can pay and the 
marketability of the investment. 

In the case of Dominguez Estate Company, taking 
the assets at the stipulated figures, and taking 
the cil property at #3,000,000.00, a total net asset 
ageregates $7,979,699.00. That is a net asset value 
per share on the 10,499 shares of stock; net as set 
per share of $760.04. 

The first approach was what vou might eall an 
asset approach, as to what would be the value of 
the stock of a corporation which had a net asset 
value of $760.04. In arriving at that you have 
available in the market certain [272] investment 
companies, the assets of which are all liquid, and 
are all computed quarterly and published to in- 
vestors. 

One, for example, is the Lehman Corporation. It 
has net assets of $53,000,000.00. The asset value 
as of March 31, 1941, and as of June 30, 1941, were 
both published and made public. The difference 
between the asset value of those two dates was 
practically nil, practically no difference between 
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the asset values of investment companies on Mareh 
31, 1941, and June 30, 1941. 

The Lehman Corporation. for example, had a net 
asset value which is hased on the market value of 
all the assets it owns. The same way the Dominguez 
Estate is hased on the stipulated values or the fair 
market value of the individual items Lehman Cor- 
poration had an asset value of 228.58 and was sell- 
ing at €20.58. That is a discount of 27.8 per cent. 

The National Bond & Share Corporation, which 
is also listed on the New York Stock Exchange, had 
an asset value of $21.07, and a market value of 
$14.25, and a discount of 32.4 per cent. 

The Consolidated Investment Trust of Boston, 
which is not hsted but traded in Boston had net 
assets of $11,900,000.00 and net asset value of 
$37.05. Its market price was 2234, a discount of 
38.6 per cent. 

The Security Company, a Los Angeles company, 
has total assets of $5,700,000.00, listed on the Los 
Angeles [273] Stock Exchange. That company had 
a net asset value of 248.30, and stock was selling at 
2914; 39 per cent discount. 

Shawmut Association, on the Boston Stock Ex- 
change, had net asset value of $16.16 and was sell- 
ing at 954, discount of 39.7 per cent. 

Outside of the two stocks listed on the New 
York Stock Exchange, Lehman and National Bond 
& Share had an average discount of 30 per cent. 
We find the discounts in these other securities 
where the market was more limited approximately 
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39 per cent, 38.7—38.6 in the case of Consolidated 
Investment Trust of Boston. 39 per cent in the 
ease of Security Company of Los Angeles, and 
39.7 per cent in the case of Shawmut Association. 
In other words, the less liquidity the shares of the 
investment company had the greater discount. 
Generally that 1s applied or required by investors 
to invest in that situation. 

Taking that approach I felt that if any investor 
or potential investor were approached with the idea 
of buying Dominguez Estate Company and was 
told that this stock had an asset value of $760.00 
a share and he could buy it at a bargain, he would 
yequire discount of at least 45 per cent, because 
he would be buying into a non-liquid persona! hold- 
ig company situation; where he could get 40 per 
eent by buving into Security Company stock listed 
on the Los Angeles Stock Exchange. The securities 
that the Security Company [274] owned were all 
readily marketable and appraisable. They did have 
a small amount of real estate, I think about 
$400,000.00 of real estate. Generally the assets were 
liquid and the shares of the company were moder- 
ately liquid, Imasmuch as they were traded on the 
Los Angeles Stock Exchange. 

I felt an investor would require, as I say, at 
least a discount of 45 per cent to be interested in 
the Dominguez [state Company stock. And that 
applying the discount of 45 per cent to the net, as 
set value, we arrive at the figure of $418.00 a 
share, 
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The second approach is to take the earning power 
of a company and see how this would stack up 
relatively, on the basis of earning, relative to other 
companies. I have just said these 50 stocks listed 
on the New York Stock Exchange were selling at 
7.1 times their 1940 earnings. If we apply that 
ratio to the adjusted earnings of Dominguez Estate 
we arrive at a valuation of $215.68. 

ZT might say that in this figure of adjusted earn- 
ings I have adjusted the earnings recorded for 
Dominguez Estate Company by adding back to 
the earnings the depletion the company charged off 
in arriving at those earnings, and applying the de- 
pletion of 274% per cent which is the figure used by 
the government in allowance for depletion charges. 

Q. When you say you added 1¢ back, vou mean 

he cost depletion shown on the books? 275] 

A. Yes. And then substracted the other to arrive 
at earnings. On that hasis---— 

Mr. Mackay: If your Honor please, [ may state 
for the record that that exhibit does not show cer- 
tain amounts of cost depletion on the books. I think 
that is 4(d). 

The Witness: All right. The exhibit referred to 
there showed there was a depletion of cost of oil, 
less very nominal figures for recent vears, but high 
figures for the early years because they followed 
the policy of amortizing on the cost, rather than 
using a uniform depletion charge. 

Taking the figures as stipulated upon, as based 
on the books of the company, and adjusting for 
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depletion, we found the earnings of Domingtez to 
be as follows: 

For the year 1932, $35.07 per share; 

For the year 1933, $30.84 per share. 

The Court: Let me ask a question so I might 
follow vou on your adjustment on the depletion. 
I am not sure F quite understand what you did. 
That is, for 1932 your depletion of cost is 
$413,000.00, is that right? You have the exhibit. 
I don’t wish to confuse you. I am trying to 
straighten myself out. 

The Witness: Yes, that is right. 

The Court: You take that out of the income 

The Witness: Add that back to the income. 

The Court: Add that back to the income? [276] 

The Witness: And then subtracted uniform de- 
pletion of 2744 per cent. Let’s take the last vear 
and it will be a little easier; take the year 1940. 

The Court: AH right. 

The Witness: In the year 1940 the company 
showed approximately $500,000.00—showed $+496,- 
000.00 after the taxes. 

Let me go back. The figure there shows the net 
income before book gain on the sale of real estate 
of $488,498.00. You take that figure and add hack 
the $42,000.00 charged off for depletion and vou 
have a figure of $501,000.00-plus. 

The actual oil royalty in that year was 
$665,000.00 up in the income account. That should 
have been depleted 2714 per cent of uniform deple- 
tion charge. 
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2714 per cent of the oil royalty received amounted 
to $183,000.00. Subtracting $183,000.00 from the 
figure $501,000.00 we come out with $318,018.00 as 
the adjusted net ernings for the vear 1940. That is 
eauivalent to $30.37. a share. 

The effect of this company reporting on a book 
basis was to overstate the earnings in the latter part 
of the year. They were making no charge for deple- 
tion since they didn’t have the property on their 
books at anv capitalizable value, although its value 
was heing depleted. [277] 

Mr. Mackay: I might state, for the record, I 
think it is a fact that this company’s depletion 
got on the books because of certain reorganization 
back in 1928. And the Commission has not per- 
mitted the depletion to be based upon cost. While 
it is on the books it had to be written off. I think 
that is the reason why all of the witnesses have 
added it back, your Honor. 

The Witness: ‘The necessity for restating their 
earings is clear when you not that m the vear 
1940 the charge for depletion was only $42,000.00. 
Whereas, the company took in $665,000.00 from its 
oi] property, and at the end—as of June 5, 1941, 
oil property still had a value of $3,000,000.00. If 
that $3,000,000.00 was put on the books and the 
life was 14 years and had straight amortization 
vou had to charge off 1/14th of $3,000,000.00 over 
the 14 vears, which was approximately $200,000.00 
aurea: 

The government has accepted a policy of deple- 
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tion charge of 2714 per cent. We have applied that 
per cent in restating these earnings. So that I would 
like to sav, because I refer to the average earnings 
and so forth, that restating the earnings, the figures 
we arrived at are as follows: 

For 1932, $35.7 per share; 

1933, €30.84. 

The Court: Are you going through several years 
there? [278] 

The Witness: I was going to give the 10-year 
period. 

The Court: I wonder if that couldn’t be put 
in a schedule and put in as a schedule. 

Mr. Mackay: I think so. 

The Court: Put it into the record here. 

Mr, Mackay: It is quite all right with us. 

Mr. Melville: It is my understanding, your 
Honor, the earnings are all stipulated. 

The Court: Ue is showing how he has adjusted 
them, and he has explained how he adjusted them. 
I thought it might be easier if we had a schedule 
showing the 10 or 11 years’ adjustments. We are 
about to suspend, anyway. 

Mr. Mackav: Yes, your Honor. I can’t finish 
this witness, anyway. I think it would be all right. 

The Court: Well, possibly you may wish to 
have him bring such a schedule in so you can 
put it in as an exhibit. [ am not telling you what 
to do. We will suspend at this time until 9:30. 

(Whereupon, at 5:00 p.m., a recess was taken 
until 9:30 a.m., Wednesday, October 10, 1945.) 
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The Court: You may proceed, gentlemen. 


Mr. Mackay: Will you read the last question 
and answer? 


(The record was read.) 


JONATHAN B. LOVELACE 
resumed his testimony as follows: 


Direct Examination—Resumed 
By Mr. Mackay: 


@. Have you that schedule? 

A. Yes. 1 would like to make one correction. 

Q. All right. 

A. The figure referred to as the depletion charge 
in 1940 was not 

The Court: Well, you have a schedule now that 
was made out that is correct and complete straight 
through, do you? 

The Witness: Yes, but it does not show that 
figure and I would like to make that correction. 

The Court: Very well. 

The Witness: In 1940 the correct depletion 
charge—the depletion actually charged was—as 
shown by the stipulation the figure was $2,071.18, and 


this requires a correction in my earlier figures there. 
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The net results are the same but the figure referred 
to previously as to the income after depletion [284] 
should have been $499,838.80, and the depletion of 
$2,071.18 made a_ total adjusted income of 
$501,909.98, and after adjusting for depletion at 
2716 per cent, the figure becomes $318,807.75. The 
result of these adjustments was to decrease the indi- 
eated earnings for 1940 from $47.61 to $380.37, and 
that for the year 1942 to increase the earnings from 
$11.41 to $35.07. Because of the difference in deple- 
tion charges it increased the earnings at the end 
of the period and decreased them at the early part 
of the period because the company had made very 
high depletion charges in early vears. For instanee, 
in the year 1932 when the royalty income amounted 
to £601,000.00, the depletion charge was #413,000.00 
according to the books, yet in 1940 when the oil 
royalty income was 666,000.00, the depletion 
charge was only $2,000.00. I made the adjustments 
to put them on an equal basis over the period and 
in order to make the comparison fair with listed 
stocks that I used as a measuring stick to check 
my valuations of the company. 


By Mr. Mackay: 

Q. Do you have a copy of the list you checked 
with ? 

A. (Producing) It was not re-typed. 

The Court: Off the record. 

(Discussion off the record.) 

Mr. Mackay: If your Honor please, I should 

like to offer this in evidence. [285] 
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The Court: This is the schedule that we talked 
about last night on the average earnings for the ten- 
vear period ? 

The Witness: Yes. That is earnings by years 
for the period. 

The Court: Very well. That may be marked 
Petitioner’s Exhibit No. 25 and received in evidence. 

(The schedule referred to was marked and 
received in evidence as Petitioner’s Exhibit No. 
25.) 


By Mr. Mackay: 

Q. I think vou also referred to 50 stocks that 
you took. Have you got a copy of that? 

A. Yes, sir, (producing. ) 

Mr. Mackay: If your Honor please, I think it 
would help clear the situation up if we put in a 
copy of the 50 stocks that he has referred to. 


By Mr. Mackay: 

(). Have you got an extra copy of those? 

A. The reporter yesterday took a copy. 

The Court: Very well. The list of stocks may 
be handed to the clerk, marked Petitioner’s Ex- 
hibit 26, and received in evidence. 


(The stock lst referred to was marked and 
received in evidence as Petitioner’s Exhibit 
No. 26.) [286] 


By Mr. Mackay: 

@. Did you make any further checks on your 
estimated value of the stock of the Dominguez 
Estate Company ? 
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A. Yes, I think I was just indicating that I 
Was using the earning power basis as a check against 
the valuation of $418.00, which has been established 
oh an asset basis, discounting the net asset value 
at market to be in line with other securities avail- 
able in the market at June 5, 1941, and I was ad- 
justing the earnings to get an earnings period that 
eould be compared with the 40 or 50 stocks that L 
listed. I am not sure it was put in the record, and 
if it is not, I would like to say now that if we 
value the 1940 earnings as the average of the stocks 
listed in the table, the value becomes $216.00. If 
you value it at 8.2 times the average earnings for 
the five-year period, it becomes approximately 
$438.00, and I considered that range—the lower 
range would indicate the excess valuation and I con- 
sidered the range from $215.00 to $437.00 as being 
the summation of the valuation of $418.00 by in- 
dicating it shghtly on the high side. 

The next step is always what the future earnings 
may be and compared with cash earnings, because 
an investor who buys securities is really only in- 
terested in what he is going to get in the future, 
and the past is simply an index or indication on 
which be can base that estimate. 

Jn the case of the Dominguez Estate Company, 
by reason [287] of the stipulation of the future 
income to be received from the oil royalties, it is 
possible to make a forecast of the trend of earnings 
in the next ten years as compared with the past 
ten years. The stipulated exhibits show that in the 


260 Victoria L. Cotton vs. 


(Testiniony of Jonathan B. Lovelace.) 
ten years ending in 1941 Dominguez Estate Com- 
pany received oil royalties of $8,655,000.00 and the 
exhibii—I think it is 12-K—our future income 
from oil royalties shows that in the next ten years 
the company will receive $6,062,000.00, so there is 
a difference of $2,590,000.00, the company is going 
to receive $2,590,000.00 less in oil royalties on the 
basis of the stipulated rate of income in the next 
ten years than they received in the past ten years. 
But, if you take that figure and adjust it for the 
oil royalty income—I mean, the depletion charge 
of 2714 per cent—you get a net decline in net earn- 
ings of $1,880,000.00 over the next ten years. In 
other words, the actual decline in oil royalty income 
of $2,593,000.00 would only result in a reduction in 
earnings of $1,880,000.00. That is an average of 
188,000.00 a year, and that amounts to $17.91 per 
share of Dominguez stock, so that on the basis of 
the stipulated figures, if the other operations of 
the company were precisely the same as they had 
been over the last ten years, then the earnings of 
the company in the ten years after 1941 would be 
$17.91 a share less than the reported earnings. If 
you take the ten year earnings as $45.00, your esti- 
mated earnings for the next ten vears would be 
[288] $27.05. So, the figure of $418.00 is rather 
liberal capitalization for anticipated future earnings 
of $27.00 a year. In fact, that is 15 times earnings. 
The figures can be shown graphically. I made 
a chart—— 


@. Can vou explain the chart? 
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A. Wes. Mis chart 
@. Stand up and show it so the Court can follow 

it, and counsel, too. 

A. (Complying) This begins with the vear 1932 
and vuns to the year 1941, and the line here of 


Adjusted Income shows the net income adjusted for 
depletion in 1932 was about $36.00. It went up to 
£68.00, and down to $30.00 in 1941. The dividends 
which were less than the earnings back in the early 
years are now greatly exceeding earnings, shown 
by the spread in the red line here. The gross ot] 
rovalty income per share—all these figures are on 
a per share basis; I took the actual oil royalty 
and divided it by the number of Dominguez shares 
outstanding. In 1932, for example, it was about 
$58.00—857.10. The oil royalty income per share 
of common stock before the final balance even with 
the adjustment I made was only about &36.00 a 
share. Taking this oil royalty income as $60.00 per 
share in 1932, it ran up to $121.00 a share in 1938, 
and it has since declined from $121.00 in 1988 down 
to $70.00 per share in 1940. At the time of this 
appraisal the [2893 rate was running at about $70.00 
a share in oil royalties, and the stipulations are— 
oil royalty income would advance from 1942 into 
the year 1943 up to $90.00 a share, and thereafter 
there would set in a steady decline of $90.00, $60.00 
and on down to $30.00 a share by 1951. That is a 
declining picture in the stipulation as to the income 
from oil royalties. 

Mr. Mackay: If your Honor please, we would 
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like to offer this in evidence. It is merely explana- 
tory. 

Myr. Melville: No objection. May I have a copy 
O71 an? 

Mr. Mackay: We will make a copy. 

The Witness: Could I have it done better? 

Mr. Mackay: We can withdraw it. 

The Witness: It is rather crude. It is just my 
own study and I would like to have it made better. 

Mr. Mackay: Would you object to that, Mr. 
Melville ? 

Mr. Melville: No, not at all. 

The Witness: If will bring the other back for a 
check to see it is the same. 

The Court: Well, we can assign an exhibit num- 
ber to this particular chart and we will refer to it 
as Petitioner’s Exhibit No. 27. The chart now in 
the courtroom need not be marked but when you 
bring the other chart in, it may be handed to the 
clerk and marked Exhibit No. 27 and received in 
evidence. We are receiving it subject to its being 
produced and handed to [290] the clerk. We will 
not take any further formal action on it unless it 
becomes necessary to do so. 


(The chart referred to was marked and re- 
ceived in evidence as Petitioner’s Exhibit No. 
21.) 


Mr. Mackay: If vour Honor please, the witness 
referred to a number of companies here, the Con- 
solidated Investment Trust, the Lehman Corpora- 
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tion, the National Bond and Share Company, and 
the Los Angeles and Shawmut Association, and all 
the figures have been read into the record. If 1% 
would assist the court in any way we would be very 
happy to submit this as merely explanatory of it. 

Mr. Melville: Yes, I think that is agreeable. 

The Court: Very well, it may be handed to 
the elerk and marked Petitioner’s Exhibit No. 28, 
and be received. 

(The document referred to was marked and 
received in evidence as Petitioner’s Exlibit 
No. 28.) 

By Mr. Mackay: 

Q. Now, My. Lovelace, is that all you have to 
say with respect to the stock of the Dominguez 
Estate Company ? 

A. I would just like to add in conclusion that the 
result of the forecast which is based on the stipu- 
lated figures of the declining earnings for the next 
ten years compared with the past ten vears—there 
was nothing in that study to indieate that the value 
of $418.00 should be adjusted upwards. If any- 
thing, there was an indication it should be lower 
as indicating [292] a rather liberal capitalization. 
Nevertheless, I did not influence my figure but 
stood on the figure of $418.00 a share. 

@. As the fair market value on June 5, 1941? 

A. Yes. 

@. Now. did you also make an analysis and 
appraisal of the stock of the Francis Land Company 
as of that same date? 
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A. I did, and I found that the net asset value 
of Francis Land Company was $459.29 per share. 
Tt arrived at that figure by taking the assets, the 
fair market value of the 549 shares of Dominguez 
Estate stock at $418.00 a share 

Q. You mean, 5,499? 

A. Yes, 5,499 shares. At $418.00 per share that 
amounted to $2,298,582.00. The liabilities of the 
company exceeded the other assets by $2,109.00. 
Subtracting that excess of liabilities over assets 
from the fairy market value of the Dominguez 
Estate, we arrived at a figure of $2,296,473.00, and 
dividing that by the 5,000 shares of stock outstand- 
ing, we arrived at a net asset value of $459.29. On 
that story of statement of assets and Habilities, I 
placed the fair market value of the Francis Land 
Company's stock at $367.00 per share. That is a 
discount of 20 per cent from the actual net asset 
value based on the balance sheet in adjusting the 
Dominguez stock to the estimated fair market value 
that I placed on the holdings. It is well recognized 
that any company that is removed from the [292] 
assets, particularly a corporation, the shares of 


that corporation are subject to some discount as 
against the underlying assets. In the figures that 
I presented yesterday, the table that has been en- 
tered as an exhibit, it shows that the most liquid 
companies, the Lehman Corporation and the Na- 
tional Bond and Share, on the New York Stock 
Exchange were selling at an average discount of 
30 per cent, but in this case I felt that a discount 
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of 20 per cent was proper rather than applying 
even the minimum discount prevailing on the listed 
securities because of the nature of the holdings and 
because of the fact that Francis owned over 52 
per cent of Dominguez. [ felt that with that hold- 
ing it would probably—that the fair market value 
would be subject to a less discount than would be 
the case on even the most liquid security. Sueh a 
holding is subject to a discount, first, because of 
the income flows through it is subject to a second 
tax. 15 per cent of the dividends are taxable at 
whatever rate is prevailing. The rate of 30 per 
cent applied to the 15 per cent of the dividends 
mean you lose in the taxes alone 444 per cent of 
the income from the top company. In addition, 
you have some minor expenses of operation, and 
investors obviously would only be interested in this 
stock at a discount from the asset value hbecanse 
if they were going to get it without a discount, 
thev would rather buy the top company. I plaeed 
a. discount of 20 per eent, which I think is the 
minimum that would be applied between the willing 
buyer and the willing [293] seller to the net asset 
value as computed. 

@. Did you also make a valuation of the stock 
of the Carson Estate Company? 

pe Edick 

@. As of that same date? 

A. I did. I took the figures as stipulated, the 
balance as of May 31, 1941, and added in the value 
of the oil properties at their stipulated values, as 
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stipulated in court yesterday, which was $285,000.00, 
and then I added the fair market value as I had 
appraised it on the stock of the Dominguez Estate 
Company and the fair market value of the stock 
of the Francis Land Company, and got balance 
shect figures as follows: Current assets at stipu- 
lated values, $201,936.00; ranch real estate at stip- 
ulated values, $446,418.00; other real estate, at stip- 
ulated values, $147,200.00; oil properties, at stipu- 
lated value, $285,000.00; investments, at fair market 
values at June 5, 1941; 1,353 shares Dominguez 
Estate Company stock at $418.00 per share, total 
$565,094.00; 1,785 shares of Francis Land Com- 
pany stock at $367.00 a share, $655,095.00; total 
assets, $2,301,203.00; current labilities, $34,158.00; 
net assets, $2,267,045.00; equivalent per share on 
7,427 shares of common stock, $305.89. 

On the basis of that net asset value of $305.89, 
I established a fair market value of $214.00 per 
share as a fair market value of Carson stock. [294] 

Then £ check those figures with the earnings of 
Carson, taking the stipulated figures with respect 
to their income and their expenses and adjusting 
the figures for actual earnings of Dominguez and 
the actual earnings of Francis Land Company, and 
T found the earnings for the ten years of the Car- 
son Estate Company average $361,212.00, That is 
at the rate of $24.75 per share. ‘Those figures in- 
clude an average of $3.00 per share in profits from 
the sale of capital assets, but taking the total earn- 
ings of $24.75, the price of $214.00 is about nine 


Comm’r of Internal Revenue 267 


(Testimony of Jonathan B. Lovelace.) 
times the average earnings of the past ten years. 

If vou take the future picture, it is quite unfavor- 
able as compared with the past ten years both be- 
eause of the reduction in Dominguez earnings and, 
secondly, the reduction in Francis earnings as shown 
by the projected decline in oil income over the next 
ten years compared with the past ten years. Then 
there is a further adjustment necessary because the 
Carson oil properties themselves are stipulated to 
produce less income in the next ten vears than they 
produced in the last ten vears. 

Making those adjustments and assuming that the 
other income of Carson was the same in the next 
ten years as in the past, it looks as if the future 
earnings would be about $13.00 to $14.00 a share, 
and the valuation of $214.00 is a liberal capitaliza- 
tion of that. 

So, after checking on the basis of past earnings 
and [295] on the basis of anticipated future earn- 
ings, the figure of $214.00 which I arrived at on an 
asset value basis appeared to me to be a sound value. 

@. And, so, is that your opinion as to the fair 
market value? Ee ies: 

Mr. Mackay: You may take the witness. 


Cross Examination 
By Mr. Melville: 

Q. Mr. Lovelace, as I understand it, your prin- 
cipal experience has been with investment trusts 
since 1931? A. Yes. 

Q. Have you had any experience in the oil in- 
dustry ? A. Not as an operating man. 
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Q. What experience have you had in the oil 
industry ? A. In analyzing oil securities. 

Q. When you speak of oil securities, what kind 
of oi] securities do vou mean? Standard Oil? Texas 
Company? Those that ave traded on the New York 
Stock Exchange? 

A. local securities, Kern County Land, Hono- 
lulu Oil, and securities of companies of a size large 
enough to command a widespread market for their 
shares. 

Q. Those are the only oil companies that you 
have had any experience with, valuing the stock of 
those that are bought and sold on the market? [296] 

A. All of which have a market because I have 


only been interested im securities 

Q. With a market? 

A. Wrh a market or market potentiahties. 

@. Have you ever dealt in oil rovalties? 

A. No. I don’t know what is the proper answer 
here, but I did not attempt to appraise the value of 
the oil royalties. [I am appraising the stock of those 
eompanies. 

Q. I appreciate that. What experience have 
you had with the stocks of oil royalty companies? 

A. I have had a very limited experience in that. 
There again 


Q. That answers the question. 

Mr. Mackay: Let him explain it if he wants to. 

The Witness: This company is not an oil royalty 
company. ‘This company’s assets are more outside 
the oil business than in the oil business. They have 
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got real estate and stocks and bonds. if I were 
valuing the controlled stock, I would have quite a 
different idea from the one I placed. If J were 
valuing the stock as controlled, it might have a 
different value. 


By Mr. Melville: 

Q. You are applying a discount factor because 
it is minority stock that vou are valuing here? 

A. Yes, but I would apply a discount even on 
controlled [297] stock, but I would not apply the 
discounts I did if the person has the ability to sell 
these assets at the prices stipulated on them, ob- 
viously. 

Q@. Can you tell the court how much of a dis- 
count you have applied because 1t is minority stock ? 

A. Well, I applied the measuring stick of what 
other minority stocks were selling at in relation to 
their assets. 

(). Putting it in terms of per cent, can you 
tell me? 

A. I did not try to value it as majority stock. 
I applied the discount of 45 per cent from the assets 
because I was valuing a minority block. 

Q. That was 45 per cent? A. Yes. 

Q. Do you know what discount factor vou would 
apply if vou were valuing a majority stock? 

A. I eould not say without a study. 

Q. You are familiar with the blockage rule? 

ee) Lami not sure I know all tle lesa 

Q. Have you testified before in court cases in- 
volving the valuation of stocks? 
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A. Yes, I have. 

Q. Have you ever had a real large block to 
value? 

A. Yes, I have had a substantial block to value. 

Q. Have you ever discounted it by reason of the 
fact that it was such a large block, on the theory 
that if it were [298] dumped on the market all at 
about the same time it would depress the market? 

A. That apples to stocks that already have an 
established market. You cannot apply that to a 
company that has no market at all. 

@. lL appreciate that. Have vou ever had occa- 
sion to value the stocks of a company that is listed 
on the market wherein von were valuing a large 
block? A. Not ina court case. 

Q. If you were valuing such a block, would you 
take a discount by reason of the fact that it was a 
large block? 

A. Well, not necessarily from the figures that I 
have used. The discount vou would apply has to 
be decided in each ease. In some cases, if the block 
were large cnongh to command competition hetween 
investment bankers, you might get actually a less 
discount if you had a small block which did not 
offer enough gross profit to interest competition 
among underwriting firms. 

Q. In both cases, as I understand it, though, 
regardiess of its size, if it was a block you would 
apply a discount factor? 

A. Yes, you would have to allow a discount for 
selling. For instance, on the New York Stock Ex- 
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change even when the blocks run over $75,000.00 
worth, the commission is not the ordinary stock 
exchange commission but runs anywhere from 
two [299] to six per cent, what they call special 
offerings. It is a new development that has come 
up because of the limited markets prevailing even 
on the New York Stock Exchange. 

@. Let us take, for example, now, a small cor- 
poration with, let us say, 50,000 shares outstanding 
of common stock. As I understand your testimony, 
if you were valuing a substantial portion of that, 
hke 40,000 shares, vou would apply a discount be- 
cause it was a large block, and if vou were valuing 
a small number of shares like 100 or 200, you would 
apply a discount because it is a minority interest? 
Is that your testimony ? 

A. Not in those ratios. You say ‘‘a large block’’ 
and you mentioned, I think, 40,000 out of 50,000? 

Q. That is right. 

A. ‘That would be control and that would be 
quit different. I would consider, if you were sell- 
ing a block of, say, 10,000 shares out of 50,000 
shares, the discount per share might not be as great 
as if you were only selling 200 shares of the stock. 

Q. But it would be a discount? 

A. Yes, because there is the cost of marketing 
securities. 

Q. What I am trying to get from you, if I can, 
is—now, we have got this corporation with 50,000 
shares; how many shares of 50,000 would pass be- 
tween the willing buyer and willing seller without 
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a discount either by reason of blockage on one [300] 
side or nunority interest on the other? 

A. <A discount from what, now? 

Q. From what you would otherwise say was the 
fair market price? 

A. I have taken no discounts from fair market 
price. I took a discount from the value of the 
underlying assets. In other words, the stock of the 
company is not worth as much as the assets of that 
company are to the corporation itself. 

Q. Didn’t you say you applied a discount in this 
case because it was such a small number of shares, 
it was not control? 

A. But I was not discounting from market value. 

Q. What were you discounting from? 

A. The net asset value, that. is, taking the bal- 
ance sheet of the company as stipulated and putting 
in the value of the oil royalties, I came out with a 
net asset figure, and I said anyone being asked to 
purchase that stock would only buy it as a discount 
of 45 per cent from that value. 

Q. Wine. So, in valuing a small number of 
shares, you do take a discount from asset value to 
arrive at your fair market value? A. Yes. 

Q. And in valuing a block of 10,000 out of 
50,000, you take a different discount? 

A. It would not be radically different from that. 

Q. You say it would not be? 

A. No, not from that. It might be 40 or 42. I 
would have to study it. 

Q. But it still would be a discount from the asset 
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value to arrive at the market value? 

A. Yes, because the fair market value indicates 
a willing buyer and willing seller and I do not think 
anvone would buy mto a corporation with a limited 
market except at a substantial discount from ithe 
net asset value. I used the illustration there of the 
Security Company. There is a company well 
known in Los Angeles. The president of it is the 
president of the Security-First National Bank with 
about $5,000,000.00 of assets. I have the statement 
here. 

Q. I think you have answered the question. IL 
don’t want to eut short your explanation, but I 
don’t want vou to take me afield from the line of 
cross examination that I am pursuing. 


A. I would say that your discount would depend 
upon conditions at the time and the availability of 
other securities and discounts from their asset 
values. 

Q@. You understand I did not ask you the amount 
of the discount, only the fact that you take a dis- 
count? A. Yes. 

@. Let us go up; we have come from 200 shares 
to 10,000 shares out of 50,000. If you were valuing 
20,000 shares, would you take a discount from asset 
value to arrive at the fair market [802] value? 

Bn SECS. 


Q. Is there any point now, going up the seale, 
at which vou would not take a discount from your 
asset value either by reason of the fact von have a 
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small number of shares or by reason of the fact 
that you have a large block? 

A. If you had control and were in position to 
liquidate the company, if the size of the block was 
such that it constituted effective contro] in itself, 
T would apply a discount based on the cost of mar- 
keting the underlying assets and the length of time 
it would require to convert that into cash, and 
those discounts run anywhere from 10 to 25 per cent. 

Q. So that in all cases, both below and above 50 
per cent of the total stock outstanding, you would 
take some discount? 

A. Yes, because there is some cost of marketing 
those assets. Those assets at stipulated values are 
the fair market values but not the net amount that 
ean be realized. 

Q. What were the names of the oi] royalty com- 
panies in which you have dealt in their stock? 

A. It hag been some years and I told you they 
are not important. It is the Marland Company, I 
think the name is changed now, and I have not 
dealt with them for five or six years. I have not 
been interesied. 

Q. Have you had any experience in the real 
estate business? [803] 

A. No, not as agent. 

@. Have you ever dealt with stocks of real estate 
companies ? 

A. Yes. I checked into one company here just 
as & comparison on this discount that I had applied. 
There is a company here called the Central Busi- 
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ness Properties and that stock has a book value 
the Central Business Properties own properties on 
Hope Street here in Los Angeles and it has a book 


value, according to the company’s books, of $57.32 
a share. It has a net asset valne with real estate 
adjusted to market of $20.84. In other words, the 
market value was considerably below the book 
value, but that figure of $20.84 would correspond 
with the stipulated figures that I used here. That 
stock was selling on June 5th at $5.50. That is a 
discount of 73.6 per cent from the fair value. 

There is a second company here called the Pio- 
neer Securities Corporation, a company that had 
net cash assets on May 31, 1941, of $114,000.00; it 
had marketable securities of $63,000.00; real estate 
on Wilshire Boulevard practically from Grand 
Street up to Figueroa, which they carried at $918,- 
000.00, and the fair value of which was placed at 
$662,000.00. So, taking the fair value instead of 
the book value of the real estate, the shares of that 
company had an asset value of $47.19, and it was 
selling on the market on June 8th—no sales on the 
dth—at $14.00 a share, with an asset value, as I 
say, [304] of $47.19. So, that stock was selling at 
a discount of 70 per cent. So, when you get into 
real estate companies, vou find the discount much 
larger than anything that applies to more market- 
able situations. 

Q. Did you consider those two real estate com- 
panies when you were valuing the stock in this 
case? A. No. 
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Q. And you gave no consideration to it what- 
soever ? 

A. Not untilafter J arrived at my value. I used 
them as a eheck. I went around to check other 
companies to see at what discounts the real estate 
companies were selling. 

Q. Did you check any other real estate com- 
panies besides these two? 

A. No. They were the only ones where I could 
get an estimate of the fair value of real estate. To 
get on a comparabie basis vou would have to have 
an appraisal made of the properties of the com- 
panies. You would not just accept the book values 
any more than you have accepted the book values 
of Dominguez. 

@. What values did you use, then, in these two 
companies ? A. Sir? 

@. What values did you use, then, in making 
the comparison with these two real estate com- 
panies ? A. I used an appraised value. 

Q. Who appraised it? [305; 

A. f bought into both of those companies and I 
had, I think, a fellow named Rolap, I would have 
to check my records for the name—vou asked me if 
I dealt in them and I was just telling you how 
we had. 

Q. You bought some yourself? 

A. Yes. We later bought this Pioneer Securi- 
ties Company and liquidated the company, and 
when we bought it and knew it was to be hquidated, 
we bought at a 20 per cent discount from the values 


Comn’r of Internal Revenue Par 


(Testimony of Jonathan B. Lovelace.) 
ceuatiime: ‘Lhatasas in the first part of this year. 

Q. Did vou make a profit on the liquidation? 

A. Yes. 

Q. Then you have not considered any real estate 
companies that were operating at a loss, have you? 

A. No. 

Q. Isn’t the real estate that is involved in the 
Dominguez Estate Compaiy being carried at a loss? 

A. Yes, it appears to be. 

Q. What do you mean, it appears to be? 

A. I don’t know what general administrative 
expense is allocated between the oil—I don’t know 
what costs apply to that. 

Q. Haven’t you been furnished with a complete 
copy of the stipulation ? A. Yes. [306] 

Q. Isn’t there an allocation there for vou? 

A. Yes. I didn’t figure it out. 

Q. What do you mean, von did not know? 

A. I didn’t figure it owt. It was immaterial to 
me because if I was evaluating the control of the 
stock, then I would try to get at the individual 
situation to see if the rea} estate could be sold, what 
it would be sold for, and what the oil royalties 
would be worth. But here we aie evaluating the 
stock of the company in which the potential buyer 
must consider it is going to be run just as it has 
been run in the past. 

Q. And you have so considered it? 

A. Yes. 

Q. Do you have the real estate charted on what 
has been referred to as Exhibit 27? 
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A. No, I haven’t, no. 

Q. Has it been your assumption, then, that the 
Dominguez Estate Company will continue earry- 
ing the real estate and paying taxes and other ex- 
penses which might be involved and as a result 
continue carrying it at a loss? A, J—— 

Q. Have you assumed that or not? 

A. No. I assumed there would be some im- 
provement, but not materially, not enough to off- 
set the decline of earnings on the oil. [807] 

@. What improvement did you assume? 

A. IJ assumed that the future earnings would 
be about, I think, $8.00 a share per annum in the 
next ten years better than they would have been, 
adjusting for the decline in oil income, but I felt 
that would be more than offset by higher taxes. In 
1941, you will recall we were faced with substan- 
tially higher taxes, and all the evidence of that 
time, the demands of the T'reasury and the Presi- 
dent, were towards higher taxes, and I felt that the 
higher taxes which we were faced with from 1941 
on would more than offset any improvement in the 
real estate situation. 

Q. Is it not a fact that the principal reason why 
real estate is being carried by this company at a loss 
is because of taxes? 

A. I don’t know that to be a fact, no. 

@. Would taxes be reflected in the carrying 
charges with respect to the real estate? 

A. You mean the cost of—you mean the prop- 
erty taxes? 
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Bh eS 

A. I was not talking of those. I was talking 
about federal income taxes and the state franchise 
taxes which are based on the net Income of the cor- 
poration. The property taxes are part of the op- 
erating expense. I don’t know of any reason to 
assume that property taxes would be lowered, but 
I was not speaking of increases there. I was 
speaking of increases [308] in the corporate in- 
come tax rates. 

Q. Now, Mr. Lovelace, it is a fact that this real 
estate was being carried at a loss? A. Yes. 

@. And since you would assume that it was not 
likely that the property taxes would be decreased, 
and since it is reasonable to assume that income 
taxes would be increased, why did vou assume that 
the corporation would not continue carrying this 
real estate at least the loss that they had been 
carrying it at prior to 1941? 

A. J assumed that there would be some improve- 
ment in income. I had no reason to assume that 
they would not continue to carry the properties, 
but I thought there should be some improvement in 
the operating situation. 

Q. Isn’t it fair to assume that the very fact that 
a corporation carries real estate from year to vear 
and pays taxes on it—that it is doing so for what 
they consider to be inevitable appreciation in the 
value of that real estate? 

A. In the opinion of that particular manage- 
ment, yes, but there are differences of opinion. 
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Q. If they had thought otherwise, they would 
dispose of it, wouldn’t they? 

A. There might be other reasons of tax consid- 
eration that I would not knew about, but I would 
think that 1f they thought it was going to go down, 
they would dispose of it. [309] 

@. Doesn’t it inferentially follow that the fact 
that they hang on to it indicates they thought it 
Was going to go up? 

A. Yes, I presume so, but in that connection the 
stipulated values have been put in as to the value of 
the real estate, and that is a good deal less than the 
cost. ‘There is a tendency of a lot of people, when 
they pay a high price for something, to hold onto 
it until they get that price back without considering 
the relative values. 

@. Don’t vou understand that the stipulated 
fair market value of that real estate is the value at 
which it could have been turned into cash on June 
5, 1941? A. Yes, but it was not. 

Q. That is right, and the fact that it was not 
indicates to you just what? 

A. Well, that the management believed in that 
real estate and thought eventually 1t would be worth 
that much or more. 

Q. Correct. Now, besides real estate what are 
the other—withdraw that, please. 

Are you familiar with the profits the Dominguez 
Estate Company made from subdivision operations 
in the years prior to 1941? 

A. I made no study of it because I took the pic- 
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ture of the company as a whole, the picture of the 
earning power that [810] came out of that situation 
as it exists. 

Q. You didn’t even know, then, that they did 
make profits from subdivision of their real estate? 

A. Yes, I saw some profits; I did not know what 
they came from. 

@. You did not consider it? 

A. I did not consider it because you had already 
said what the fair value of that was. 

@. Besides real estate, now, what other activities 
does the Dominguez Estate Company carry on? 

A. Well, the assets consist of current assets, the 
ownership of stocks and bonds, the two classes of 
real estate, and the ownership of oil rovalties. 

Q. And how would vou compare them, now, with 
each other with respect to their relative importance ? 

A. Well, as at June 5th, taking the stipulated 
values of the current assets, stocks and bonds, real 
estate, and the value of $3,000,000.00 for the oil 
royalties, the total would be $7,979,000.00, so that 
the oi] situation would be about 3 per cent, a little 
less than 40 pei cont of the total. 

@. How about real estate? 

A. Well, I am just figuring this in my head, 
now. 

Q. I don’t want you to figure out the percent- 
ages. Which would be the most important to the 
Dominguez Estate Company, their oil royalty in- 
terests, their real estate, or their investment [311] 
in marketable securities ? 
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A. Well, on an asset value basis their real estate 
would be more important, on the basis of stipulated 
values. On the basis of earning power, the oil is 
more important to them. 

Q. Now, didn’t vou find it a little duiienit te 
value the stock of a company whose most important 
activity is real estate where the real estate is being 
carried at a loss? 

A. No, I was taking the earnings of the com- 
pany as a total, the final net income shown from 
operations, because I felt that this block was not a 
bleck that could either change the management or 
order the sale of any particular items that it had. 

Q@. And you applied the same discount factors, 
then, capitalization factors to each and all of the 
assets ? 

A. I did not apply any discount to the assets. 
T applied the discount to the net assets of the com- 
pany as a whole. 

Q. That is what I mean. 

A. Just as if someone—I would like to use the 
comparison again of the Security Company. The 
assets of that company consist of real estate of 
$1,100,000.00, marketable securities of $3,000,000.00, 
and that worked out to a total book value there, 
total net asset value with everything valued at the 
market, and then I compared the market price of 
that to that value and saw that the discount was 
39 per cent—38 per cent—so, I said, ‘‘Here is a 
company with assets of $67.60 [312] a share, its 
assets not as liquid as those of the Security Com- 
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pany,’’ and I said that the discount obviously 
should be higher than that of a readily marketable 
security in a very productive situation in which 
almost all of the assets were earning money at that 
time, and I applied the discount of £5 per cent. 

Q. ‘To the assets as a whole? A. Yes. 

Q. Disregarding the fact that 1f those assets 
there were stocks and bonds which are marketable, 
high grade stocks and bonds, on which the interest 
rate would be—how much would you say? 

A. Well, probably 4 per cent on an average. In 
1941 it would be higher than that, probably 95 or 
Opperccent. 

Q. Do you think this corporation is getting 5 or 
6 per cent on the grade of bonds and stocks that 
they are carrying? 

A. In 1941 values, they should be getting close 
to that. The list that I recited shows that in 1941 
those stocks were yielding over 9 per cent, 914 per 
eent. They were all very high grade stocks, General 
Motors, Chrysler, Chesapeake & Ohio, Union Pa- 
cific, Pennsylvenia Railroad. If you figure the 
vield on the market at June 5th, 1 would think that 
if they were not getting over five per cent 1t was 
not being aggressively managed. 

Q. I believe you testified, then, that of the three 
departments, real estate was of the most important, 
oil royalties [313] second, and of least importance 
were the investments in marketable securities ? 


A. I said on the asset value basis. I said that 
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on the earnings basis the oils were much more im- 
portant. 

@. Now, Mr. Lovelace, if you were to value a 
personal holding company that had $1,000,000.00 
capitalization, and all of the stock was in the hands 
of a small group of individuals, a family corpora- 
tion, let us say; they had just formed the corpora- 
tion and they had not gotten around to making any 
investments vet, the $1,000,000.00 was in the bank 
In a Savings account drawing one-half of one per 
cent interest, how would von value that corporation ? 

A. You mean at June 5th? 

Q. No. 

A. Well, the value would depend on the time 
because it depends on the attitude of the investor. 

Q. I am after your methods. I don’t want to 
relate this back to June 5th, necessarily. You can 
take June 5th or today, whichever vou like. 

A. I would have to relate it back because the 
discount that people require to go into a frozen 
situation varies with their sentiments. 

@. Then let us go back to June 5, 1941. 

A. On June 5, 1941, investors were not in a 
frame of mind—if the money was in the bank they 
would be afraid of any [814] attempt to put it into 
some unwise venture, and I think they would re- 
quire a substantial discount. I think they might 
require more, because in 1941 a tremendous premium 
was paid on liquidity. 

Q. These assets were liquid. 

A. Yes, but the others you asked me to value 
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are not liquid. I am not quarreling with the value 
of the money in the bank or the values that have 
been arrived at here, but I say if a man has a share 
im there—it is just as if three of us own a piece of 
property, if one of us does not have the right to 
Scllie it 1s ot worth as much to us as if wa con- 
trolled the property because we have to stand by 
the results of somebody else’s decision. 

@. Let us sav within the family. Supposing 
you and vour wife and vour father and your mother 
and your children owned the stock of this co1pora- 
tion and they have got $1,000,000.00 in the bank 
drawing one-half of one per cent of interest on 
June 5, 1941, what is that stock worth? 

A. To whom? To a willing buyer? 

Q. To the people that own it? 

A. To a willing buver—if the people that own 
it, enongh of them, have a right to liquidate it and 
take their money out, then it is worth asset value, 
but if the man is in a minority position, it is worth 
what he thinks will be the ultimate results of that 
employment of those funds. [315] 

Q. How would vou go about valuing the stock 
of such a corporation? 

A. Well, it would be rather difficult without 
knowing what the corporation was going to do, and 
this is a rather unusual situation. 

Q. It is vour stock, you and your wife and your 
father and your mother and your children own it; 
you are not going to sell it unless you can get what 
you think it is worth. Jf a willing buver comes 
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along and offers you a price and you don’t think 
that is enough, vou will not sell it, and therefore 
there will not be a sale, isn’t that ght? 

A. Yes. 

Q. The only time a sale will occur is when the 
willing buyer comes up to the price that the willing 
seller is willing to take for it? Right? 

A. Yes. 

Q. All right, now, it is your stock; how would 
vou value it and what would you sell it for? 

A. You want to get what the willing buyer would 
pay for it? 

@. No. 

A. If it was June Sth and I had that situation, 
T would sell at a substantial discount because I could 
see I could use the money in other situations. When 
vou buy Lehman Corporation, you are buying cash 
in the bank, securities that can be sold [318] over- 
night, you are actually buying the same thing you 
are talking about and you could buy it at a 29 per 
cent discount. 

Q. How much would you take for the stock you 
were owning in this company ? 

Mr. Mackay: Will you elarify that, how much 
stock is he owning? 

Mr. Melville: He can assume any figure he 
wants to. 

The Witness: If I had control I would not take 
any discount. If I were a minority stockholder and 
did not know what the policies of the company were 
going to be—— 
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My Mr. Melville: 

@. Let us assume all the facts that I have pre- 
viously stated now with respect to this family group, 
and let us assume that you owned out of 10,000 
shares representing this $1,000,000.00 worth of 
assets—iet us assume that you own 200 shares. 

A. Well, I would take a discount of around 25 
to 30 per cent. 

Q. You would be willing to sell for that? 

A I would. 

Q. Let us assume that your father owned 5,000 
of the 10,000 shares; what would that stock be 
worth to him? 

A. Well, what state is it incorporated in? If it 
was in Delaware, it would not be worth much. 

Q. California. [317] 

A. <A California corporation? I think 50 per 
cent would liquidate. 

Q. Well, let us make it 59. 

A. Then I would say it would be worth face 
value to him less whatever the cost of clearing the 
money out through the bank. 

Q. That is, it would be worth 

A. About 99 per cent, probably. 

Q. 99 per cent of the asset value back on the 
stock? Right? ee es. 

Q. If it is worth that much to him, why wouldn’t 
he pay you that much for your 200 shares? 


A. Well, he has all he wants. He has the control. 


Q. If it is worth that much to him, he would be 
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getting a bargain to get 200 shares more at the price 
vou would be willing to sell for? 

A. Possibly he would. It is a hypothetical case. 

Q. Yes, but that is what we are dealing with. 

A. I think he might sav—he would probably 
say, ‘‘Son, I hate to see you take this loss, but if 
vou want to sell it at a 30 per cent discount, J will 
buy it from you.”’ 

Q. Knowing full well it was worth 100 per cent 
or 99 per cent? x To iim, fate} 

Q. Is it not a fact that the market im Stociesms 
made by willing sellers who are desirous of getting 
the highest price possible and by willing buyers 
who are desirous of making as good a buy as pos- 
sible? A. Yes. 

Q. All right. Now, vou have stated what you 
thought the stock was worth in your hands, you 
would take a 25 per cent discount; vou have stated 
what you thought vou father would figure it was 
worth in his hands, 99 per cent of the asset value; 
now, vou are going to sell that stock to your father, 
you know what it is worth to him, would you sell 
it for a 25 per cent discount? 

A. Yes, because I would be selling it because of 
what I could do with the money somewhere else. 

Q. Wouldn’t you sell it for the highest price 
you could get? 

A. I might say that I thought I ought to get 
a little more, but you asked what I would take for 
it and I said I would take a discount of 25 to 30 
per cent, and be glad to get it. When you speak 
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of the willing buyer and the willing seller, both 
the willing buyer and willing seller are both greatly 
influenced by the conditions prevailing at the time 
they meet. We had a case in 1929 where the Lehman 
Corporation had what vou said, the cash in the bank, 
and the stock sald at approximately 40 per cent dis- 
count because people thought thev could do magic 
[3197 with it. In 1941 there was a great apprehen- 
sion on the part of investors that it was the end 
of the capitalistic svstem. There was a great fear 
in those times and people wanted control of their 
own funds and they required a verv large discount 
to go into any non-lhquid situation. 

Q. Were you talking about Lehman Brothers? 

A. Lehman Brothers. It is now selling at a 
discount of 29 per cent. 

Q. What business are they in? 

A. "he business of buving and holding bonds 
and stocks. 

@. Investment trust? A. Yes. 

Q. Is the Dominguez Estate Company an invest- 
ment trust? 

A. No, it is a personal holding company. 

@. And it is not an investment trust? 


A. Not within the meaning of the Act. The only 
reason it is not is because the Act excludes per- 
sonal holding companies. It would be ealled an 
investment trust but there happens to be a legal 


definition of investment trusts in the Securities 
Act. 
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Q. In your opinion is it comparable to an invest- 
ment trust? 

A. Reasonably comparable, yes. 

Q. Do you know any other investment trusts that 
derive their principal income from oil royalties? 

A. Yes—not rovaltics. ‘Oil securities. The Pe- 
troleam Corporation of America buys and holds 
nothing but oil stocks. 

Q. But they are not deriving their principal 
income from oil royalties? 

A. Hromy oil pronts. 

Q. I am asking you about oil royalties. 

A. Not to my knowledge. 

Q. You don’t know of any investment trusts that 
derive its principal income from oil royalties? 

A. No. 

Q. But this Dominguez Estate Company that we 
ave dealing with does derive its principal income 
from oil royalties? A. Yes. 

Q. So they are not very comparable, are they? 

A. Every investment trust differs in the type of 
things it invests in. As a general type, they are 
reasonable comparable. 

Q. Do vou know of anv investment trusts that 
hold large amounts of city and ranch real estate? 

A. Not offhand. I know a good many of them 
that did and all of them disposed of it. 

Q. Is it not a fact, Mr. Lovelace, that only fo 
the extent that the Dominguez Estate Company 
holds marketable securities is it similar to—— 

A. No, to the extent that it holds assets for 
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investment [321] prrposes. This is similar from 
the standpoint of the ownership of the real estate, 
securities, and oil rovalties. You will find some 
investment trusts that will be just that way except 
that one may own RKO Theater, and another may 
own just one particular thing. The companies I used 
all had broad lists of securities, practically the same 
as cash, 

Q@. All of the investment trusts vou had in vour 
comparison hold nothine but marketable securities? 

Pela as ieh, 

Q. Isn't that true of most investment trusts? 

A. Well, most in number but possibly not in size. 
J would have to check on that. 

Q. But you did not make any comparison with 
the others? 

A. Yes; the discounts on the others run higher, 
most of them, than these I used. 

Q. You did not use any others except the invest- 
ment trusts that held only marketable securities? 

A. Az this ratio, no. 

Q. In this comparison ? 

A, That is right. I just testified that where I 
did find a company that owned city real estate, the 
discounts were much larger. 

Q. What investment trust holds city real estate ? 

A. Pioneer Securities, that I referred to. Its 
assets were practically half in real estate, and the 
real estate was [322] all earning good money, mak- 
ine a good return. 

Q. Is that an investment trust ? 
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A. It was an investment trust in every extent 
xcept a technicality. It was technically called a 
personal holding company also, but it owned market- 
able securities and—I gave the figures just now. It 
had $114,000.00 in cash assetss, 863,000.00 in market- 
able securities, and £918,000.00 in real estate on 
Wilshire Boulevard. 

Q. You think that a comparable corporation to 
the Dominguez Estate Company? 

A. Well, nothing is strictly comparable, no. This 
discount is 70 per cent and I only applied a discount 
of 45. 

Q. Did you consider that company in arriving 
at your discount of 45? 

A. No; I checked it afterwards. I did not take 
it into account at all in arriving at the discon 
T had, I would probably have used a larger discount. 

Q. Is the Dominguez Estate Company what vou 
would call a family holding company ? 

A. Well, I say it is a greatly mixed up holding 
company in this whole situation. 

Q. In your opinion, it either is or is not a 
family holding company. Just answer the question. 

A. I think it prebably is. I did not study it 
from that angle. [3233 

@. Have you ever considered the stocks of other 
family holding companies to ascertain the fair 
market value ef them? 

A. Well, the nearest to this, as I said, is Pioneer 
Securities. What I considered to be an investment 
eompany, but technically it was rated as a family 
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holding company because the control was owned 
by Lee A. Philips Corporation, in much the same 
way that Carson owns the control of Dominzuez. 

Q. Is it vour undersiandine that Carson owns 
Dominguez ? 

A. No. Ji is 55 per cent of the stock, as I recall 
—no, 52.4 per cent, 5,499 shares. Did I say Carson? 
I meant Francis. I beg your pardon. I meant to 
sav the Francis Land Company. 

Q. What stocks of family holding companies can 
vou name for which vou could obtain stock prices 
as at June 5, 1941? 

A, f don’t know of any. 

Q. Is the answer ‘‘none’’? 

e i awouldnt say that. L would say I don’t 
know of any because the market for shares of 
family holding companies is obviously very limited. 

Mr. Melville: Opposing counsel has indicated he 
would lke a short recess. 

The Court: Werv well. 

(A short recess. ) 


Mr. Melville: Will the reporter read the last 

question and answer? [324] 
(The record was read.) 
By My. Melville: 

Q. It seems to me, My. Lovelace, that that ques- 
tion does not have to be qualified in that way. T 
asked, what stocks of family corporations, if any, 
can you name for which vou could obtain stock 
prices as at June 5, 1941? 
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A. J said I did not know of any, but that does 
not mean there are not any. 

Q. Can vou name any? A. I camiirot 

Q. That answers the question. It follows, then, 
that you did not make any comparison in valuing 
the stock in owr case, the Dominguez Estate Com- 
pany, the Francis Land Company, o1 Carson Estate 
Company, with the stocks of any other family cor- 
porations ? 

A. No; I said it did compare—after making a 
study I did compare it with the Pioneer Securities, 
which is a family holding company technically, con- 
trolled by the Phillips Estate. 

Q. Is that a family holding company? 

A. The Lee A. Phillips Corporation owned over 
50 per cent of the Pioneer Securities. 

Q. It seems to me that unless vou are going to 
change your testimony, it 1s not a family holding 
company, because a few moments ago vou stated 
that vou could not name 

A. I said I considered it to be an investment 
company, [325] just as I considered this was essen- 


tially an mvestment company from the standpoint 
of the fair market value of the outstanding secur- 
ities, but, technically, the Security and Exchange 
Commission says that an investment company is a 
company which has over 50 stockholders, and it 
night have all the characteristics in size and every- 
thing else of an investment company, but if it does 
not have over 50 stockholders, then it is not an 
investment company. 
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Q. Where did you get your stock prices with 
which you made your comparison ? 

A. I got them from brokers, three brokers, and 
I was following the stocks myself at that time. I 
know of the transactions that took place. I did not 
buy the stock. It took place shortly after June 5, 
1941, and, as I said, I continued to follow the com- 
pany and we actually purchased control of the com- 
pany here about four months ago, and we purchased 
it at a discount of 20 per cent from the then asset 
value. 

@. I am sorry, I am not too clear. It either is 
a family holding company or it is something else. 
What is it? I am not trying to tell you what it is. 
T want vou to tell the court what it is. 

A. Well, it is considered a family holding com- 
pany. 

Q. Then we will go back to the other question, 
and I think you want to change your testimony. 
T asked you whether vou could name—what stocks 
of family holding companies can [326] you name 
for which vou could obtain stock prices as at June 
5, 1941? Do you want to change your answer? 

A. Yes, using the technical definition of the com- 
pany, I would say that Pioneer Securities, I am 
advised, is considered a family holding company. 

Q. Who owns the stock? 

A. The stock is owned, the majority control, by 
Lee A. Phillips Corporation, and his daughter, Mis. 
Arline Morrison. 

Q. Do you own some of the stock? 
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A. Not now. It is all liquidated and wound up, 

Q. Did you own some of the stock? 

A. No; my corporation did. 

Q. How much stock was outstanding in 1941? 

A. 30,000 shares. 

Q. How was it distributed between stockholders ? 

A. I haven’t the stockholders’ list at that time. 
I think there were about 45 stockholders. 

Q. Who held them? 

A. I haven't the names. I can get that for you 
but I haven’t—I told vou I didn’t take that into 
account in valuing this company. 

Q. How much did your corporation own? 

A. We made a bid contingent on 66-2/3 per cent 
accepting it because we wanted to be in position 
to liquidate, and 66-2/3 per cent was necessary be- 
cause that was a Delaware Corporation, [327] and 
80 per cent deposited, and—— 


That is not answering my question. 

What? 

How much stock did your corporation own? 
When? 


June 5, 1941? 

None on June 5, 1941. 

Do you know who owned it on June 5, 19419 
No. 

Then why ean you sav that it was in your 


OQpOrorere 


opinion a family holding company ? 

A. Beeause of the record of the company. I said 
I am advised that it was. We were told by lawyers 
in 1945 that it was a personal holding company and 


Comm’r of Internal Revenue 297 


(Testimony of Jonathan B. Lovelace.) 
they gave a list of the stockholders, and there has 
been no change in the situation since 1940. 

Q@. Are vou using the terms ‘ Be holding 
company’, ‘‘familv holding company’’, and ‘‘family 
corporation’’ as synonymous? 

A. Well, I was using them in roughly the same 
category. If by a fanuly holding company you mean 
a personal holding company which members of one 
family contro!, then it is the same thing. 

Q. You would call Dominguez Estate Company 
a family holding company. wouldn’t you? 

A. It is a personal holding company in which 
members of [328] the familv directly or indirectly 
have control. 

Q. Didn’t vou base your asset valuation of 
Dominguez Estate Company on a comparison with 
five investment trust companies? 

A. That was one element of valuation on the 
asset value basis. Then I valued it in comparison 
with the other stocks available on the New York 
Stock Exchange in relation to their 1940 earnings 
and their 1936 to 1940 average earnings. I found, 
on the basis of the 1940 earnings, if you valued 
Dominguez the same as these leading stocks on the 
New York Stock Exchange, it would have been 
worth only $215.00, but I found on the basis of the 
average earnings it was worth $487.00, and within 
that range I took nearer the higher value. 

Mr. Melville: I might suggest, vour Honor, that 
if the witness would answer the questions and then 
stop—I don’t mind him explaining, he can explain 
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all he wants, [ have as much time as anybody, but 
when I ask a question, he might as well answer it 
and then stop. If he wants to make an explanation, 
he might ask to explain it. 

The Court: Well, we are getting along reason- 
ably well. Sometimes the witness will elaborate 
too much. 

Mr. Melville: Tam agreeable. The more he talks, 
the better off I am, I think. 

The Court: The witness will, so nearly as pos- 
sible, answer the question directly and stop. [829] 


By Mr. Melville: 

@. And of those five investment trust companies 
which you considered, what is the percentage of 
market value of their stocks to the book value of 
their assets? 

A. The market value of the stocks of these i1n- 
vestment trusts to their 

®. ‘To their book value of assets. 

A. What do you mean hy the hook value of their 
assets ? 


Q. Did you consider. In making vour appraisal, 
five investment trusts? A. Adie 

Q. Did vou consider the book value of their 
assets, yes or no? 

A. I don’t know what vou mean by book value. 

@. Did you consider in any way the value of 
their assets? 

A. I took the value of their assets at market 
on March 31, 1941, and the market value of their 
assets taken item by item and adding them up, I 
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arrived at a net asset value figure per share. It is 
on that table I gave you. 

Q. What are you going to make a comparison 
with now? Phe question was, what the percentage 
of market value on their stocks were in comparison 
to the book value of their assets. 

A. The value of the assets—let us take one c¢com- 
pany. The Security Company had certain assets——- 

@. What was the value of the assets? 

A. ‘That is the figure per share given you there. 

Q. In other words, is it your testimony that in 
valuing an investment trust, the value of the assets 
is exactly the same as the market value of their 
stocks ? 

A. That is the value of the underlying assets, 
ves; what we call net asset value. 

Mr. Mackay: Did vou want to see this exhibit? 

The Witness: Yes, I would like to see it. 

(The paper was handed to the witness.) 

The Witness: In other words, take the Security 
Company, it had certain cash and you take the cash 
value of that. 


By Mr. Melville: 

Q. No discount? 

A. Not in that mstancee. 

Q. All right. 

A. Then we take the appraised value of the real 
Sauce, 

Q. I thought you said before that you did not 
know any investment trusts that owned real estate ? 

A. No. You asked me where the majority of 
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ne assets were real estate; vour question was, a 
company in which the majority of the assets con- 
sisted of real estate. 

Q. And you are now talking about some invest- 
ment trusts that have real estate? [331] 

A. The Security Company, ves, sir, right here 
in Los Angeles. 

Q. Is it the real estate which they occupy for 
office space? 

A. No, it is for investment purposes. You take 
the cash they had on hand, and we take the real 
estate at an appraised value. 

Q. Who made that appraisal ? 

A. The management of the Security—the Board 
of Directors of the Security Company. 

Q. The Board of Directors made the appraisal? 

ee es: 

Q. What is that appraisal swpposed to repre- 
sent? 

A. It represents the fair value of the real estate. 
which was $152,000.00 below the book carrying value. 
They carried it on the bocks at $768,000.00, and they 
appraised the value at $152,000.00 less than that. 

Q. And you accepted that appraisal in making 
vour study? 

A. Yes. We used—excuse me. 

Q. Then, to what extent is vour opinion based 
upon the opinion of the Board of Directors? 

A. Of the assets owned by the Security Com- 
pany, the real estate amounted to less than 10 per 
cent of the total assets, and to the extent I took 
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the value of the real estate, comprismg ten per 
cent of the assets, I took the opinion of [332] some- 
body else with respect to that much of the assets. 
You asked me how it added up. Then we took the 
securities at the market value, taking only the bid 
price for every asset they owned, and we added those 
up and subtracted the labilities and divided by the 
shares outstanding, and that is the way we arrived 
at the figure of $48.36. 

Q. You have the sheet in front of you, haven't 
you? A. Yes. 

Q. What is the value of the assets? 

A. I have not got the precise figures—I have 
not got my work sheets—but the assets were $5,- 
700,000.00. 

Q. Is that the book value? 


A. No, that is asset value based on the fair 
market value of the independent items. 

Q. Do you have book value? A. No. 

Q. Then you cannot answer my question as to 
the percentage the market value of their stocks is 
to the book valve of their assets? 

A. No. That is the reason IT asked you to define 
book value, because book value in the case of an 
investment company would mean the cost of those 
Securities to that company. 

Q. Did any of the five companies with which 
you made comparisons have bonds or preferred 
stock outstanding, yes or no? [333] A. No. 


Q. I believe that in your direct examination you 
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selected about 50 companies for vour earnings basis 


of valuation ? A. Yes. 
@. How many of those companies were oi] roy- 
alty companies ? A. None. 


@. How many were real estate companies? 

A. None. 

@. How many were oil producing companies ? 

A. Five. 

Q. Were those also oil refining companies? 

A. Yes: 

Q. Do vou consider an oil refining company and 
an oil producing company comparable to the Domin- 
suez Estate Company? 

A. No; I was not making that comparison. 

Q. How many had outstanding prefered stocks? 
A. I would have to compute it. I don’t know. 
®. Do you think that most of them did? 

A. My euess would be that most of them did 
not. 

@. I presume your answer of “‘I don’t know” 
would apply to the question about their outstand- 
ing bonds, debentures, mortgages, and other in- 
debtednesses ? [334] 

A. Jean give you item by item. 

Q. Have you got it there? 

A. Yes, I have got a table that covers all of it. 
T can work it out. 

Q. I don’t want you to go into too much detail, 
Mr. Lovelace. I just want to get the picture before 
the Court. If you can give me a rough estimate of 
how many had outstanding funded debts, such as 


| 
) 
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bonds, debentures, mortgages, and other indebted- 
ness, I would accept your answer. 

A. I could not give vou that. I would rather 
go down it item by item. 

Q. I doubt that it is worth the time if you don’t 
know offhand. I will withdraw the question. 

I believe vesterday you mentioned 9.6 per cent 
yield, is that correct? ie Yes. 

Q. What did vou mean by that? 

A. That is the dividend rate paid in 1940, or 
announced for 1941, divided by the market price 
of June 5, 1941. 

Q. Where did you get it? 

A. Commercial Financial Chronicle, and checked 
with Moody’s. 

Q. And that is the composite of all of these 50 
companies that vou considered ? 

A. That is the average of the 50. [835] 

Q. The average? A. Yes. 

Q. Then you did not—did vou or did you not 
consider the funded debts and preferred stocks in 
arriving at that figure? 

A.. No, this is the per share earnings on the 
stock that a man could purchase. There is no rela- 
tionship there. 

Q. From that you arrived at the 7.1 times 1941 
earnings, didn’t you? 

A. Not from the dividends, no. I took the actual 
earnings reported in 1940 and adjusted them where 
there had been a change in the capitalization, and 
divided those earnings by the market price—divided 
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the market price on June 5, 1941, by the earnings 
per share reported in 19-40. 

Q. And that gave you what figure? 

A. About 7 times, 7.2 times, as I reeall. 

Q. In afriving at that 7.1 or 7.2, youmeiGiiion 
consider the funded debts and the preferred stocks 
in computing that figure, did you? 

A. You mean to get the overall times earnings? 

G. Yes. 

A. No. The majority of these companies have 
only one class of stock, like Chrysler Corporation, 
and so on. 

Q. Do I understand, then, that vou made your 
comparison on the basis of the value of the common 
stock onlv, rather than [336] on the basis of any 
bonds or preferred stock which those corporations 
may have had outstanding? 

A. That is right. That figure arrived at that 
way was $216.00. 

Q. Mr. Lovelace, if you were considering two: 
houses, each worth $10,000.00, would you consider: 
that full ownership of one was no different than an 
ownership equity of $2,000.00 in the other on which 
there was a $8,000.00 mortgage? 

A. Well, if the mortgage rate were low enomeng 
the $2,000.00 would be advantageous. I would not! 
consider them the same. | 


Q. You would not consider them the same? | 
A. No. : 


/ 

. e a f 

Q. Then why did you not consider—withdraw. 
that question. 
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You would consider, then, the mortgage in deter- 
mining your fair market value? 

A. Fair market value of what? 

@. The house. 

A. The mortgage is part of the value. The mort- 
gage is a liability, it is not part of the value. If 
you value the house and deduct the mortgage, theu 
the equity might be worth a lot more. If the mort- 
gage was low enough and ran long enough, it might 
be worth a lot more than if it had no mortgage. 

Q. Let us assume two houses, and this chair is 
one and [£337] that chair is another (indicating) ; 
this house has no encumbrance on it whatsoever, it 
Was just built, completed today; the purchaser of 
it paid $10,000.00 for it, he wrote a check and paid 
eash. This house was also built today, made to 
the same plans and specifications, and the pur- 
chaser did not have $10,000.00, but that is what he 
had to pay for this house, so he had to berrow 
€8,000.00; he placed a mortgage on his house of 
$8,000.00, put up $2,000.00 cash, and paid off the 
selier of the house. Both houses are worth, fair 
market value $10,900.00 today. What is this house 
worth ? 

A. Well, you just told me it was worth $10,- 
000.00. You said that is the fair value of it. 

Q. What would you give for it? 

A. I wouldn’t buy it, but if it is worth $10,000.00, 
then I accept that value. 

Q. The house is there now and I am the pur- 
chaser. I don’t have the $10,000.00, so I go to the 
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bank and borrow $8,000.00 and put up $2,000.00 of 
my own and buy it. Now, you were also a willing 
purchaser of that house, and before I bought it what 
was 1t worth? A. $10,000.00. 

@. After I bought it what was it worth? 

A. ‘The house is worth $10,000.00. 

Q. How much would you pay me for my equity? 

A. If you borrowed it for 2 per cent interest 
for 20 vears [338] I might pay €2,400.00 or $2,500.00. 
If you horrowed it at 6 per cent for 5 years, I 
would pay you less than $2,000.00, because you 
have done for me what I could do for myself. If 
vou did a better job, | would pay you a premium. 

Q. On what basis did you deduct 27144 per cent 
depletion as from the stipulated income to obtain 
the income you valued? 

A. I wanted to get my earnings for the five year 
period on the basis comparable with the other secur- 
ities, the securities sted on the New York Stock 
Exchange. The earnings were reported after taxes 
and after depletion and after amortization. Here 
is a company that, because of its being a family. 
holding company, was following the policy of charg- 
ing on its books very high depreciation and depletion 
in the earlier years and no depreciation in the latter 
vears. I have referred to that before. The oil prop- 
erties have a value estimated or appraised by a 
previous witness at $3,000,000.00 That $3,000,000.0¢ 
was the June 5 value of the oil they expect to get 
out in the future. In the last ten years the com: 
pany has taken out more oil than it expects to take 
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out in the next ten years, and vet in the year 1940 
that capital asset, which is obviously becoming worth 
less as value is taken away from it, as oil is taken 
out, the remaining value is less, yet on the books 
of the company there was only charged off $2,000.00 
in the year 1940 because they had applied on the 
books a method of amortizing the [339] cost in the 
early years. 

Now, the real value of any oil income is the earn- 
ing power, is the income loss, the depletion loss, 
the amount that is required to charge that item off 
by the time it is exhausted, and the government 
allows a formula of 2714 per cent for that purpose. 

Q. Do you understand that that 2714 per cent 
is tax free income? 

A. I don’t know the answer to that. | under- 
stand what is allowed is a depletion charge on which 
the company does not pay an ineome tax, or the 
corporation does not. In ether words, the 274 per 
cent is an arbitrary figure the government adopted, 
I understand, to try to permit arriving at the real 
earnines of the company. Here the company which 
has an oil property on its books at no value, that 
is, stipulated at no value on the books. 

Q. No; that is at issue. 

A. Sir? 

Q. That is at issue. 

Mr. Mackay: It is on the books. 

The Witness: No, on the books at no value, so 
you could not charge it off on the books if it was 
carried at no value. Now, obviously, there was de- 
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pletion and we are appraising it to put a value on 
the books from June 5th. I don’t know whether 
you put it on the books ov not because that is a 
different [340] thing from the real earnings. If you 
place a value of $8,000,000.00 on these oil properties 
at June 5, 1941, and that is a capital asset, that 
asset 1s going to be extinguished during the life of 
that royalty and has to be charged off so much per 
anni, and those charges are made against earn- 
ings. They may or may not be the precise charge 
that will be allowed by the federal government, but 
in order to get the picture of the earnings in the 
last five years, we had to apply a proper depletion 
charge to those earnings as they were stated before 
depletion to get at the real earning power. 


By Mr. Melville: 

Q. It is your understanding that in arriving at 
that value of $3,000,000.00 they gave consideration 
to depletion of 2714 per cent? 

A. No, I have no—I didn’t make any study of 
that at all. I accepted the value. 

Q. You don’t know whether that value took into 
consideration 2714 per cent or not? 

A. J don’t know that. If it does 

Q. Do you know? 

A. No, I do not know. 

Q. But you arbitrarily have taken another 2714 
per cent into account in figarmg your 

My. Mackay: If your Honor please, I don’t want — 
to limit counsel’s cross examination, but the witness 
has so many times said he did it for the purpose 
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of comparison with other [3841] compaines, to get a 
comparison. Here are all the other companies, as 
1e testified, which on their earnings show earnings 
wfter depletion, and this is dene for the purpose 
yf getting that comparison. 

The Court: Iam confused on this adjustment on 
he 2714 per cent depletion. I never got that straight 
mM my mind as to what your theory is on that. Let 
the witness proceed. 

Mr. Melville: Jam just as confused, your Honor. 

The Witness: J can explain it better by taking 
he situation from this point, your Honor. On the 
900ks of the company the oil property was carried 
ut nothing. Therefore, on the books they could not 
leplete something that already was carried at zero. 
Nevertheless, there is obviously a wastage of assets. 
Now, if we take the situation from June 5th—I 
chink I can explain it—if we put on the books—ii 
we make a balance sheet of Dominguez and put on 
the books oil royalties at $3,000,000.00, then by the 
aime all the oil kas come out of the ground under- 
ying those royalties, that asset would have to be 
wiped off the books because it will have no value at 
the end of that time. So, the £3,000,000.00 must be 
written off over the life of the lease. 

It is stipulated as to what rate that oil royalty 
will come in. It is shown on Exhibit 11-, for 
axample, that in 1942 the company will get from its 
911 properties $756,000.00, [842] and it says that 
up to 1965 it will get $8,660,000.00, and after 1965 
4 smal] additional amount, so that the total royalties 
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it will get will be something over #9.000,000.00, | 
€9,299,000.00. 

Now, if it gets back in the vear 1942, $756,000.00, 
in getting back in that vear 8.87 per cent of the} 
total amount of it is going to get back, and if youl 
capitalize this rovalty at #3,000,000.00, then you! 
would have to charge off 8.37 of that $3,000,000.00| 
in the year 1942 to keep your books on a ely 
basis, so that by the time all the oil has come in,{ 
the way it is stipulated, you will have written off} 
that value. 

The Court: When you take the 2714 per cent} 
adjustment which is allowed simply to a taxpayer 
to receive that much income tax free, it seems toy 
me that vou are making an annual adjustment of} 
2714 per cent instead of 8-1/3 per cent. | 

The Witness: 27144 per cent of the oil royalties! 
that came in that vear. Let me follow just onef 
step further. I could not do this with respect to! 
the past because we had the record. I apply this. 
8.37 per cent to the $3,000,000.00, and that would! 
mean that the actual depletion or amortization re-7 
quired to write off that value would be $251,000.00) 
in the year 1942, because that is 8.3 per cent of 
the total of $9,000,000.00. Now, if I take that same 
oil royalty, $756,000.00, and deduct 2714 per cent! 
of that, which was the arbitrary figure, the iia au 
would be something over $200,000.00, so [843] 
actualy the 2744 per cent charge does not write it! 
off as fast as vou would be required to do it on the 
basis of stipulated figures. 
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The Court: That is only fortuitous. It just hap- 
pened. 

The Witnes: That figure was arrived at that 
way. hat is my understanding. 

The Court: I don’t wish to interfere with the 
theory of counsel or the witness. 

Mr. Mackay: That is all right, your Honor. 

The Court: I was just trying to see if I under- 
stood it. 

Mr. Mackay: We want you to. 

The Witness: I am not trving to appraise the 
oil lands. I am simply saying these earnings as 
reported should be adjusted to compare them with 
securities on the New York Stock Exchange. Other- 
wise, if I were making a comparison in 1932, I 
would have this company reporting earnings of 
$11.00 when the real earnings were a great deal 
higher. 


By Mr. Melville: 

Q. Is it your understanding, Mr. Lovelace, that 
you apply this 2714 per cent to income? 

A. That is what I applied it to, yes. 

oO You did? 

A. Yes, reduced the royalty imcome by that 
amount. [344] 

Q. You did not apply it to anything else but 
royalty income? A. No. 

Q. What figure did vou use? $3,000,000.00 ? 

A. No, I took 27144 per cent of the income in 
that year and that is less than it would have been 
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if vou had capitalized it at the value we are talk- 
ing about now. 

Q. Did you apply the 2714 per cent to the $3} 
069,000.00 ? 

A. No. I applied the 27/4 per cent m the cas@ 
of the year 1940—put it this way—let me go back 
a minute. In the year 1932 this company reported 
earnings of $119,000.00. Those earnings were after 
depletion of $413,000.00. In that year they received 
an oil royalty of $600,000.00. So, I said, to get on 
a comparable basis, that that $600,000.00 of oill 
royalties should not have been depleted to the ex- 
tent of $413,000.00, as was done, but should have 
been depleted to the extent ef $165,000.00. ‘Phat is 
2744 per cent of those oil royalties. So, therefore, 
the earnings, instead of being $11.00 or $12.00 as 
reported, actually were around $385.00 in 1932, be- 
cause of the very heavy depletion. We come down 
to 1940 and the company shows earnings before de- 
pletion of $4,990,000.00, with only $2,000.00 de- 
ducted for depletion, and I said the depletion 
should be $163,000.00, the same as it was back in 
1932 and 1933 because the production was the same 
—$183,000.00. Therefore, the earnings were under- 
stated in the [345] early part of the 10-year period 
and overstated in the latter part. I did not do this 
with any idea of appraising the oil stock. It was 
simply to get the earnings on the basis where it 
would be comparable with the reports made by 
listed companies with which I was comparing the 
investment opportunities. 

Q. Now, then, on the income of the Dominguez 
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Estate Company in 1940, is it your understanding 
that out of each dollar that they recerved—correc- 
tion—out of each $100.00 that they received, $27.50 
was tax free income and the balance was taxable in- 
come ? 

A. No, I didn’t go into analyzing the tax status 
at all. 

Q. Is that your understanding of the 2714 per 
cent depletion ? 

A. I have no understanding on the tax status 
of it. My interest is, at what rate should you allow 
for depletion of your assets, and thus for a return 
of capital? Im other words, the earnings they re- 
ported in the later years included an element of 
return capital from the standpoint of the investor. 

Q. Ihave had an understanding, right or wrong, 
of what percentage depletion meant, but I do not 
believe the record shows that you understand it. 
I wish you would define, if you can, what the ex- 
pression ‘‘percentage depletion’’ means ? 

A. I don’t feel in a position to define it. 

Q. Well, do you know that percentage depletion 
deals with [846] a percentage of 2714 per cent? 

A. That is the rate, yes. 

Q. That is the rate. And you have been using 
that rate without knowing what it means? 

A. I have been using that rate because it coin- 
cides with the approximate diminution of the value 
of this company’s assets. I say this, that if a com- 
pany receives $600,000.00 from its oil in 1932, and 
receives $600,000.00 for its oil in 1941, it is not 
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reasonable to charge off—it is not reasonable for 
purposes of comparison to charge off $400,000.00 
in one year and only charge off $2,000.00 in the 
other, and I took an arbitrary amount. 

Q. So you are taking an arbitrary 2714 per cent 
just in order to be reasonable? 

A. Yes, and I consider it fair. I restated the 
earnings to get them 

Q. You are not taking the 2714 per cent because 
it is the law but because it is reasonable? Is that 
my understanding of your testimony? 

A. Yes. 

Q. You don’t know what it means? 


A. I don’t know precisely the implication on 
the tax return, no. 

Q. Well, was the 2714 per cent that you took off 
income—— [347] A. Income to whom? 

Q. The Dominguez Estate Company. 

A. That they received in 1932? 

Q. Let us make this simple, Mr. Lovelace. Let 
us assume that the Dominguez Estate Company re- 
ceived $100.00 in oil royalties, and we will just take 
it at $100.00 because even a lawyer can understand 
the percentages in that case. A. Yes. 

Q. Now, they received $100.00 income from oil 
royalties; apply your 2714 per cent to that, and 


what do we have? A. We have 7214 per cent. 
Q. What was that $72.50 to the Dominguez Oil 
Company ? A. That is income. 
Q. Income? A. Net income. 


@. And what was the $27.50? 
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A. That is an amortization of the value of the 
property to allow for the depletion of its assets. 
@. Not income at all? A. No. 
My. Melville: No more questions. 


Redirect Examination 
By Mr. Mackay: 

Q. Now, Mr. Lovelace, I think you have stated 
that the companies which you made a comparison 
of—that in their [348] statements their earnings 
show, or their books reflect earnings after depletion, 
is that mght? 

A. After depletion and amortization. 

q. And then you were merely making this 2714 
per cent deduction here for the purpose of compar- 
ing with these other companies ? 

A. That is right, and it appeared to me that 
the assets were being dissipated and were being 
used up at a greater rate than that, but I used that 
as a figure which I thought was a conservative fig- 
ure to allow for it. 

Q. But the main purpose was to put them on 
a comparable basis so you could make a compari- 
son ? A. Solely for that purpose. 

Q. Now, My. Lovelace, do you know how long 
the Dominguez Estate Company has been in exist- 
ence ? A. Since 1910. 

Q. It was organized in 1910? A. Yes. 

Q. Do you know when the Carson Estate Com- 
pany was organized ? 

A. Let me check. I have it. I remember read- 
ing it. It was 1914, I believe. 
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Q. And the Francis Land Company? 
e028. 
Mr. Mackay: JI think that is all. [349] 
Mr. Melville: I may wish to examine again. May 
I have a brief recess, your Honor? 
The Court: Very well. We will suspend for a 
brief recess. 
(A short recess. ) 
Mr. Melville: J believe you said vou were 
through with the witness? 
Mr. Mackay: Yes. 
Mr. Melville: So is the respondent. 
The Court: Very well, you may step aside, Mr. 
Lovelace. 
(Witness excused.) 


Mr. Mackay: Call Mr. McFie. 
LYMAN R. McFIE, 
ealled as a witness for and on behalf of the peti- 
tioner, having been first duly sworn, was examined 
and testified as follows: 
Direct Examination 


The Clerk: Your full name for the record, 
please? 


The Witness: Lyman R. McFie. 
By Mr. Mackay: 


Q. Mr. MeFie, what is your occupation? 
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A. I am manager in Southern California of 
Merrill, Lynch, Pierce, Fenner & Beane. 

Q. How long have you been manager? [350] 

A. Since April 22, 1942. 

Q. Prior to that time what was your occupation ? 

A. I was manager in Southern California for 
Schwabacher Company. 

Q. That is a brokerage house? 

A. Brokerage and investments. 

@. How long were vou manager for them? 

A, 12 years. 

Q. Hew long have you been in the brokerage 


business, Mr. McFie? A. About 16 years. 
@. All that here in Los Angeles? 
A. Yes. 


Q. You have had occasion, have you, to value 
stocks of various companies? A. Yes, sir. 

Q. Will vou please give the court in a brief way 
your experience along that line? 

A. J have acted as appraiser in underwritings 
of both stocks and bonds. We have acted as agents 
and brokers in stocks, bonds, commodities, and 
securities of all kinds. 

Q. Has it been your duty to place values upon 
them from time to time? A. Yes. 

Q. You have bought and sold, of course, many 
stocks and bonds, haven’t you? [351] 


ioe Yes, sir. 
@. You were here and heard Mr. Lovelace tes- 
tify, did you? A. Yes, sir. 


Q. Particularly with respect to the general mar- 
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ket condition on June 5, 1941, or about that time? 

A. Wears: 

Q@. Would your testimony be substantially the 
same as his with respect to general conditions? 

A. Yes, it would. 

@. Have you made an examination—I will with- 
draw that. Have you been furnished with a copy 
of the stipulation that has been presented here in 
evidence together with the exhibits? 


A. Yes, sir. 
Q. Have you made an analysis of those exhibits 
and stipulation ? A Yes esr 


Q. Have you formed an opinion as to the fair 
market value on June 5, 1941, of 200 shares of stock 
of the Carson Estate Company ? A. Yes, sir. 

Q. Have you formed an opinion as to the fair 
market value of that same date of 100 shares of the 
Dominguez Estate Company ? 

A. Yes, sir. [852] 

Q. And have you also formed an opinion as to 
the fair market value on that date of 500 shares 
of the Francis Land Company stock ? 

A. Yes, sii. 

Q. Mr. McFie, you are acquainted in a general 
way with these various companies, are you not? 

A. Yes, sir. 

Q. They have been in existence a long time, 
haven’t they? Pec t: 

Q. You are also familiar in a general way with 
their holdings? A. Yes, sir. 
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Q. Their real estate holdings and their oil prop- 
Cries” 

A. Not so much the real estate holdings. 

Q. But you do know the real estate is located 
here in Southern California, and much of it in Los 
Angeles ? A. Yes. : 

Q@. What basis did you use in determining the 
fair market value of the 200 shares of the Carson 
Estate Company stock, Mr. Meck ie? 

A. I took the stipulated value and took the value 
cf the oil royalties that were furnished by Mr. Paul 
Paine and divided them back into the Carson Estate 
Company. 

Q. I think probably [353] 

Mr. Melville: I don’t want you to lead the wit- 
ness, 


Mr. Mackay: Iam not leading the witness. 

The Court: ‘There is nothing to rule upon. You 
may proceed. 

Mr. Mackay: I will withdraw that right now. 


By Mr. Mackay: 

@. I would like to ask you—I think it would be 
better to go the other way—I will ask you what 
your basis was for determining the fair market 
value on June 5, 1941, of the 100 shares of the Do- 
minguez Estate Company stock? 

A. I used the stipulated value 

@. You mean the value stipulated on the balance 
sheets, on the exhibits? 

A. Yes. —for all properties other than the oti 
royalties. I used Mr. Paul Paine’s estimate of $3,- 
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000,000.00 as being the value of the oil royalties on 
that date. 

Q. Why did you use Mr. Paul Jaine’s figure? 

A. Because I regard Mr. Paine, probably with 
Mr. de Golyer, as the two outstanding petroleum 
engineers in the United States. 

@. Has your company had occasion to use Mr. 
Paine from time to time? 

A. No, we have never used Mr. Paine. We have 
never had oceasion to use any petroleum engineers, 
but I have talked to a great many people who have 
used him. 

Q. All right. Now, proceed. [35-4] 

A. The stipulated value of Dominguez proper- 
ties, excluding the rovaity oil, was $470.30. 

The Court: Per share? 

The Witness: Per share. Dividing the $3,000,- 
000.00 appraised value set on the oi! royalties by 
Mr. Paine by the number of shares outstanding gave 
a figure of $285.70. | 


By Mr, Mackay: 

@. Per share? 

A. Per share, or a total appraised and stipu- 
lated value of $760.00 per share on June 5, 1941. 

The Standard Oil Company of California had a 
book value as of 12-31-41 of $44.66 per share. The 
last sale on the New York Stock Exchange on June 
5, 1941, was $20.50. In other words. it sold at 45.9 
per cent of its book value. 

Union Oil on the same date had a book value of 
$30.11, and the closing sale on the New York Stock 
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Eixchange was $13.75, so that it sold at 40.68 per 
cent of its book value. 

These are both integrated companies, very ag- 
eressive and progressive. I could not certamly give 
a small, call it family or personal holding company, 
with their oil holdings in one field, incidentally 
situated right along one of our major earthquake 
fault nes in Southern California, and I have been 
told by an operator that damage has been done by 
earthquakes in that field—I could not give that com- 
pany the same ratio to its appraised or stipulated 
value as I could companies of [355] the caliber of 
Union or Standard Oil Company, both listed on the 
New York, San Francisco and Los Angeles Stock 
Exchanges with a ready market at all times, with 
the stock held in practically every state in the 
Union and probably in everv country in the world, 
so I took an arbitrary figure of 40 per cent of the 
$760.00 per share, which set a value of $304.00 per 
share on the Dominguez stock. 

@. Now, is that your opinion as to the fair mar- 
ket value of that stock on that date? 

A. Yes, sir. 

The Court: What was the figure again? 

The Witness: $304.00. hat is 60 per cent dis- 
count from the $760.00. I did not both with the 
few odd cents in there. 

Taking that figure and dividing it back, taking 
the $760.00 a share which was the stipulated and 
appraised value of Dominguez stock, dividing that 
back into the Francis Land ownership of 5,499 
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shares, it gave Francis Land Company an appraised 
and stipulated value of $836.00 per share. Again 
taking a 60 per cent discount, it brought the value, 
in my opinion, on that date at $334.40. 


By Mr. Mackay: 


Q. That is for Francis Land Company stock ? 

A. Francis Land Company. Now, taking the 
stipulated values and the appraisal of Mi. Paine 
on the Carson holdings, they owned 1,353 shares of 
Dominguez, and they owned 1,785 shares [356] of 
Francis, which in turn owned 5,499 shares of Do- 
minguez, so that their proportionate holdings of 
the Dominguez stock owned by Francis figured at 
1963.14 shares, so that directly and indirectly Car- 
son owned 3,316.14 shares of Dominguez. The stip- 
ulated value per share of Carson, excluding oil 
royalties, was $103.00 per share. Using the stipu- 
lated value of Dominguez properties, excluding the 
oil royalties, of $474.30 per share, and multiplying 
and dividing it out, it gave Carson Estate Company 
a value of $212.00 per share. When I say value, I 
mean appraised and stipulated. The Carson Estate 
Company, according to Mr. Paul Paine’s appraisal 
of their oi] royalties of $283,000.00, was equivalent 
to $38.00 per share, and the Carson Estate Com- 
pany share of Dominguez Estate’s oi] royalties ap- 
praised by Mr. Paine at $3,000,000.00 figured out 
$127.00 per share, which gave the Carson Estate 
Company an appraised and stipulated value of 
$480.00 per share. I took a 60 per cent discount, 
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which gave me a value of $192.00 per share as the 
fair market value on June 5, 1941. 

Q. Will you explain to the Court how you ar- 
rived at that 60 per cent discount in each one of 
those cases ? 

A. It is an arbitrary figure. I can conceive in 
my mind of stock in a family holding company, as 
I said before, with their oil properties located in 
one field, a company that is liquidating its re- 
sources, setting up no surplus but paying out more 
than they are earning, and I could not conscien- 
tiously [857] base that the same as I would Stand- 
ecuor Cahtomia or Union of California, and, as 
I told you first, they were both selling at about 4534 
per cent of their book value. 

@. What consideration did you give to the earn- 
ings as shown in these stipulations? 

A. If it had not been for the possibility of a 
fairly short pay-out, I will put it, rather than earn- 
ings, I would have reduced that from 60 to prob- 
ably 66 2/3 per cent. For a person to buy this, in 
my opinion, to buy stock in Dominguez, Carson, or 
Francis, it simply is a guess as to how soon you 
get paid back. After you get it back your profit is 
in there. 

Mr. Mackay: You may take the witness. 


Cross-Examination 


By Mr. Melville: 
Q. Do I understand your testimony to be that 
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after arriving at the percentage—I will withdraw 
that question. 

Tell the Court how you arrived at the 40 per cent, 
to begin with? 

A. I did not and do not believe that the stock 
in the Dominguez Estate Company is worth as much 
or was worth as much on that date as stock in Union 
Oil Company of California or Standard Oil Com- 
pany of California. 

Q. And you took into consideration certain fac- 
tors with respect to the Union Oi] Company and 
the Standard Oil Company in arriving at a per- 
centage, is that correct? [858] 

A. I took the prices at which those stocks closed 
on June 5, 1941, and took the percentage of that 
market price to their book value. 

Q. Book value of what? Their assets? 

A. Their book value, all of theix assets. 

Q. Fine. Did you consider any other companies 
besides those two in arriving at or making this com- 
parison to get a percentage? 

A. Yes, I have a great quantitv of figures. I 
left them at the office because Mr. Lovelace has fur- 
nished very much the same line that I would and 
I did not want to take up the time of the Court. 

Q. That is all right, Mr. McFie. 

A. I have here Atlantic Refining Company on 
that date, and at 12-31-41, it had a book value of 
$63.66. 

Q@. When you say book value, you mean book 
value of its assets? 

A. That is what book value is. It closed on the 
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New York Stock Exchange on that date at $20.00, 
so that the last sales price was 31.2 per cent of its 
book value. U. S. Steel on that date sold at 47.7 
per cent of its book value. Western Umion sold at 
12.7 per cent of its book value. 

Q. I beheve we can cut this short. 

Peel right. 

Q. In other words, you went right down a long 
list and [359] on the basis of all the companies that 
you studied, you made a comparison of the closing 
prices of their stock n the Exchange as of—what 


was the date? aN. dive 5) 1ezale 
Q. And you compared that with the book value 
of their assets as of what date? A. 12-31-41. 


The Court: 1940, I suppose you mean. 


By Mr. Melville: 

Q. Did you mean 1940 or 1941? 

A. My figure here shows 1941. It must have 
been 1940. These were taken from Standard Statis- 
tics, and the difference would be very minor, maybe 
$1.00 or $2.00 per share one way or the other, I 
think. 

Q. But you don’t know whether it was 1940 or 
1941? Your figures you are reading from show 
1941? A. They show 1941, yes. 

Q. In considering all of these companies, now, 
you compared the selling price on the New York 
Stock Exchange, taking the close, and compared it 
with the book value of their assets as of December 
pl, 1941, and arrived at a percentage, averaged 
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them up, and vou arrived at a percentage of 40, 
is that correct ? 

A. No, I took individual per cents. I did not 
average them. I took them individually as stocks. 
I also took into [360] consideration their dividends 
and their earnings. 

Q. Just how did you get this figure of 40 per 
cent? Didn’t you testify on direct examination that 
you took the prices at which the stock of Umion Oil 
Company and the stock of Standard Oil—is that 
California ? Ay Vhaicis teh 

Q. 
with the book value of the assets of those companies 
and you got a percentage in each case, and the aver- 
age of those percentages was 40 per cent? 

A. No. The two that I specifically paid attention 
to were Standard of California and Union of Cal- 
fornia, which, as I told you, was 45.9 in the case 
of Standard of California, and 45.68 in the case 
of Union of California. In my opinion there is no 
comparison between the stocks of Francis, Carson, 
or Dominguez to the stocks of Standard or Union 
of California, and if a customer came in my office 


sold on June 5, 1941, and compared that 


and asked to purchase some oil stocks or rovalty 
stocks, I would definitely have recommended that 
they buy Standard of California and Union of Cali- 
fornia rather than Dominguez, Francis, or Carson, 
even at the discount that I have taken. 

Q. Now, you arrived first at a discount of 40 
per cent? A. 60 per cent discount. | 

Q. Doesn’t your testimony on direct examina- 
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tion after you get through talking about Union and 
Standard give a discount [861] factor of 40 per 
cent? 

A. In the case of Dominguez, for instance? 

Q. No, for these companies that you studied. 

A. No, I gave a discount of practically 55 per 
cent. That is what they were selling at, 55 per cent 
off their book value, or 45 per cent plus a fraction 
of their book value. In other words, they were sell- 
ing—we will cut out the fractions by way of ex- 
planation, and they were selling at a discount of 
do per cent from their book value or they were sell- 
ing at 45 per cent of their book value. 

Q. I am referring now to the work sheet that 
you have before you, and I call your attention to 
a list of percentages which starts off with Standard 
Oil at 45.9; Union Oil, 45.68; Atlantic Refining, 
31.2; U.S. Steel, 47.7, and so forth. When you got 
all through did you add those and take an average 
of them? i NO, Sir. 

Q. You did not testify, then, as to any 40 per 
eent discount in this case either with respect to 
these companies or with respect to the Dominguez 
Estate Company ? 

Pein itmveas a slip of the tonewereiihe 
discount in the case of these companies, Standard 
and Union, is roughly 55 per cent. In the case of 
Dominguez, Francis, and Carson, it was 60 per 
cent. 

Q. All right. [362] 
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A. In other words, they sold at 40 per cent or 
45 per cent of their book value. 
Q. They sold at 40 
A. 45 per cent of their book value. 
Q. I guess that is probably what I had in mind. 


A. You got the per cent rather than the dis- 
count. 

Q. All mght. If these companies that you ana- 
lyzed sold at 40 or 45 per cent of their book value, 
then the discount would necessarily be 60 or 55 per 
cent from their book value 

A. That is right. 

OG; to arrive at the sales price? 

ee Wisin ceraeliic 

Q. Now, did you read from that, then, that since 
Dominguez Estate Company stock is worth not as 
much, being a closely held family corporation 

A. With one market. 

Q. With one market. 
much as these stocks, and therefore instead of 
taking as in these stocks a discount of 55 or 60, you 
took the maximum of 60, is that correct? 

A, That is right. 

Q@. And off of what figure, then, did you take the 
60 per cent? The book value? 

A. Off of the appraised and stipulated value, 
which I [863] am saying for intents and purposes 
is 


it is not worth as 


Q. ‘The same as book? 
A. No, I think book value would be higher, and 
in the case of the Standard and Union of Califor- 
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nia, I would say that book value is very much 
lower. 

Q. What about the book value and appraised 
value in our case? 

A. You have stipulated a value on everything 
except the oil royalties, and IT am relying upon Mr. 
Paine’s judgment 

Q. As to them? 

A. and appraisal as to the value of those. 

@. What is the total figure that you applied 
your 60 per cent to in arriving at your estimate or 


opinion of the fair market value of Dominguez 
Estate Company stock? 

A. I took a discount of 60 per cent from an ap- 
praised and stipulated value of $760.00 per share. 
Q. Where did you get your $760.00 per share? 

A. I gave that in direct examination, but L will 
give it again. The per share value of Dominguez, 
excluding oil rovalties, is stipulated at $474.30. 

Q. How did you arrive at that? Go hack to 
that, please. 

A. It was furnished to me by Mr. Mackay. 

Q. Did he furnish you 

The Court: What is that? Is that the sum of 
those items shown there on Exhibit 1-A divided by 
the number of shares [364] of stock? Is that cor- 
rect? 

The Witness: I believe that is right. 

By Mr. Melville: 


Q. Which column? 
The Court: The last column of 1-A? 
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The Witness: I haven’t 1-A before me. 

The Court: This is it here (indicating). Is this 
what you did, add these four? 

The Witness: No, I was given the figure. 


By My. Melville: 

Q. You were given the figure? Have you ever 
seen this exhibit or a copy of it? A. Yes, sing 

Q. If these figures were added up and divided 
by the number of shares outstanding, it would give 
you the figure down here that you used? 

A. I think so, yes, six. 

@. Why didn’t you use the book value figures? 

A. Because I could not rely upon the book value 
figures on Dominguez as well as I could the book 
value figures of Standard and Union. I don’t know 
how Dominguez kept their books except by looking 
over the manner in which they took depletion. I 
was satisfied that their books were not on the same 
basis that Standard and Union would keep their 
books. An appraisal, in my opinion, of Standard 
or Union would show a [865] very much greater 
value than these book values which I have used. 

@. Whose appraisals and for what purpose? 

A. Well, it is a tremendous job to appraise, but 
I do know of some of the properties that they have 
bought in which they have not capitalized, accord- 
ing to some of the officers of the company. 

@. In considering these various companies, now. 
Mr. McFie, you don’t have any knowledge or even 
an opinion as to the fair market value of theiz 
assets, do you? A. No, sir. 
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You took their book value? 

Which companies are you referring to? 
These on vour work sheet. 

Will you repeat that question ? 

(The question was read) 

I might clarify that for you. 


> OPe 


By ‘‘these companies’? you mean 
Standard Oil and right down the lst, not 
the Dominguez Company or the Carson Estate 
Company or the Francis Land Company, but the 
other companies that you considered and with which 


OF 


you make comparisons. 

A. I know what the market value is. 

Q. Market value of what? 

A. Of Standard, Union, Atlantic Refining, et 
cetera. [366] 

Q. The market value of their stock? 

A, That is right. 

Q. But you don’t know the fair market value 
of their assets? A. No. 

@. And, therefore, you used the book value? 

A. That is right because I—— 

Q. In our case you have both the book value 
and the agreed fair market value before you, but 
you chose to take your 60 per cent discount from 
the agreed fair market value, isn’t that right? 

A. The stipulated 

Q. Isn’t that right? 

A. J will have to explain. 


@. Answer the question yes or no and then 
explain. A. Yes. 
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Q. That is right? A. ‘That 1siigiie 

Q@. Now, you may explain. 

A. The book value of these different companies, 
Carson, Doininguez, and Francis, was greater than 
the stipulated modern, up-to-date appraised value 
according to the figures furnished me. The manner 
of taking their depletion was such that I do not 
believe their book value reflects a fair value. As 
a matter of fact, your stipulated values in all cases 
were considerably [867] less than their book values. 
In the cases of Standard and Union, I know that 
their intrinsic value of fair market value of assets 
would be greater. 

@. It is stipulated, Mr. Mele, that the book 
value of Dominguez Estate Company’s assets, not 
counting oil properties, was on May 31, 1941 
$9,803,763.L1—I ean correct it—$9,564,346.61. That 
does not include anything for oil properties. If 
you add $3,000,000.00, which is the appraised figure 
that Max. Paine furnished you to that, you will have 
$12,564,346.61. Why wouldn't it be fair to take 
60 per cent of that rather than 60 per cent of our 
stipulated fair market value figures? 

A. Because I don’t think the book values were 
anything like being correct. 

Q. Did you inquire into the correctness of the 
beok values of the Standard Oil Company and the 
Union Oi! Company, and so forth? 

A. I made a tentative offer for the Union Oil 
Company of $35.00 a share and was laughed at. I 
have been told by officers of the company and I 
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have been told by petroleum engineers that they 
considered the book values of both companies were 
very low. 

®. You are basing your opinion, then, on hear- 
say? 

A. And definite information. Standard of Cali- 
fornia, for instance, are carrying their foreign 
holdings at cost less depreciation. They have not 
given any reflection whatever to [3868] the discovery 
in Saudi Arabia. They own a half interest there 
of 47 outlying structures, producing from five, and 
so far have not gone far enough in the five to be 
able to engineer the reserves, and I have been told 
by the vice-president of the Standard Oil Company 
of California, and likewise the Texas Corporation, 
who own the properties jointly, that the first struc- 
ture has a reserve of 1,000,000,000.00 barrels, the 
second one 5,000,000,000.00 barrels, and that is not 
reflected in their book value of #4+4.66. 

Q. Did you value the Francis Land Company 
stock and the Carson Estate Company stock in the 
same way that you valued the stock of Dominguez? 

pee es, Sir. 

Q. You know, don’t you, that there are a number 
of oil royalty companies in California? 

A. I imagine there are 

@. But you did not Pec them in making your 
comparison ? 

A. We do not sell oil royalties. Our firm does 
not permit it except as an agent. When a customer 
desires to buy oil royalties through us, we have them 
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sign a statement to the effect that it was unsolicited. 

Q. But aren't there oil royalty companies in | 
California which have stocks that are traded on the 
market ? 

A. T don’t know anything about that, sir. [369] 

@. You don’t know that? A. Nowienr 

Q. Then you did not consider such companies in 
making your comparison. A. No, sit. 

Mr. Melville: That is all. 

(Witness excused.) 

The Court: Very well, we will suspend until 2:00 

o'clock. 


(Whereupon, at 12:30 o’clock p. m., a recess 
was taken until 2:00 o'clock p. m., of teyeame 
dav). [870] 

Afternoon Session. 2:00 p. m. 
Mr. Mackay: Call Mr. McCuen. 
C. MELVIN McCUEN, 
called as a witness for and on behalf of the Peti- 


tioner, having been first duly sworn, was examined 
and testified as follows: 


Direct Examination 


The Clerk: Will you state your name for the 
record, please? 


The Witness: C. Melvin McCuen. 
By Mr. Mackay: 
Q. What is your address, Mr. McCuen? 
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A. 621 South Spring Street. 

Q. How long have you practiced as an investment 
counsel in Los Angeles? A. 14 years. 

Q. How long have you engaged continuously and 
exclusively in analyzing securities for investment 


purposes ? A. Since 1923. 
Q. How many clients do you serve on a fixed fee 
annual basis? A. 32. 


Q. Approximately how much capital do you man- 
age or supervise? [371] 

A. Approximately $9,000,000.00. 

Q. In how many cases have you apfeared as an 
expert witness before the Tax Court? 

A. In five. 

Q. Have you determined the fair market value 
of the Dominguez Estate as of June 5, 1941? 

A. I have, sir. 

Q@. What is your opinion as to the fair market 
value of the stock of the Dominguez Estate Company 
on June 5, 1941, particularly the 200 shares that are 
in question here? 

My. Melville: I object, your Honor. Just a 
minute, Mr. Mackay. I would like to ask a few ques- 
tions preparatory to a possible objection. 

Mr. Mackay: All right. 

Mr. Melville: Mr. McCuen, have you ever had 
any experience in valuing oil royalties. 

The Witness: Not specifically oil royalties. 

Mr. Mackay: I should have laid a better foun- 
dation for that with Mr. McCuen. 
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Mr. Melville: Do you want to proceed again? 
MisMlackarx: Yes. 


sy Ali. Mackay: 

Q. Have you been furnished, Mr. MceCuen, with 
a copy of the stipulation that has been filed in court 
here ? AS I have, [372] 

@. And also the exhibits attached thereto? 

A. Yes. 

@. And have you made an analysis of those ex- 
hibits? A. I have, sir. 

@. And vou have formed an opinion based upon 
the information therein contained, together with 
vour background or experience, have you? 

ne eS 

@. Now, those exhibits, I think, stipulate the 
fair market value of all the assets of the Dominguez 
Estate Company except the oil rovalty interests. 
What figure do you use there, Mr. McCuen. 

A. In the computation on the fair market value 
of the oil rovalty assets I have used the estimate 
of value of the appraisal by Mr. Paul Paine. 

@. And why did you use that? 

A. Well, I was for six years the statistician and 
analyst for Dean, Witter Corporation, and from my 
knowledge of his general reputation and standing 
for integrity and ability and success, I feel very 
safe and confident in accepting his valuation. Of 
course, I also checked his valuation against other 
evidence that seemed to indicate that that was a very 
reasonable and sound valuation. 

Q. What did vou check with? 
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A. Well, at that time the oil assets of leading 
producing [373] companies in California and the 
United States sold for about 35 to 40 cents per barrel. 
Some oil companies, such as Superior Oil Company, 
sold as low as 18 cents per barrel. If you take about 
35 or 40 cents per barrel for the estimated number 
of barrels that were in the Dominguez Estate here, 
you will arrive at a value of around $3,000,000.00. 

Q. $3,060,000.00 ? Ne SES Sie 

Q. Now, will you please tell the Court how you 
arrived at the fair market value of $380.00 per share 
for the Dominguez Estate Company on June 4, 1941? 

Mr. Melville: Iam sorry, but I did not know he 
testified to that. 

By Mr, Mackay: 
Q. Didn't you? I beg your pardon. 
My. Melville: I move that it be stricken. 


The Court: He has not stated what he thought 
the value was. 


By Mx. Mackay: 


Q. What, in your opinion, was the fair market 
value? 

Mr. Melville: I object. 

The Court: Wait a moment. We are all talking 
at once. The reporter cannot get it. Have you com- 
pleted your question, Mr. Mackay? 

Mr. Mackay: No, your Honor. [374] 

The Court: You may proceed with the question. 


By Mr. Mackay: 


Q. What, In your opinion, was the fair market 
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ralue on June 5, 1941, of the 200 shares of capital 
stock of the Dominguez Estate Company? 

Mr. Melville: 1 object, vour Honor. 

Mr. Mackay: I beg pardon. 100 shares. 

The Court: Just a minute before the witness 
answers. What is your objection? 

Mr. Melville: My objection, your Honor, is 
based on the fact that the witness has testified that 
he is basing his opinion in part on the opinion of 
Mr. Paine and he is not qualified himself to form 
an independent opinion as to the fair market value 
of the oil royalties, and they must be taken into 
consideration in making any estimate of the value 
of the stock of the Dominguez Estate Company. 

The Court: Well, the witness has testified that 
he used the figure which Mr. Paine had supplied 
and that he himself checked that figure with some 
other oil companies or records that he had. 

Mr. Melville: J believe vour Honov will reeall, 
though, that he also testified that he has had no 
experience in valuing oil rovalties. 

The Court: Well, vour objection goes more to 
the weight, I think, to be given to the testimony. 
We will permit [375] him to answer the question 
which has now been asked. 

A. In my opinion, the fair market value of the 
Dominguez Estate Company on June 5, 1941, was 
$380.00 per share. 


By Mr. Mackay: 
Q. Will you please tell the Court how you ar- 
rived at that value? 
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A. Well, I, of course, carefully studied the 
income statements and balance sheets for ten years 
back and 1 studied carefully the stipulated valne 
between the Petitioner and the Respondent, and, 
as I stated, I accepted the estimated appraised value 
of the oil rovaltv assets by Mr. Paul Paine at 
#3,000,000.00, and that gave a total asset value of 
&7,979,700. Now, this value of 380.00 I tested 
against the assets and the earnings of the Do- 
minguez Estate in the light of the distributions 
made and the limited market of the shares of this 
personal holding company. I have also tested this 
value in relation to the prevailing price of capital 
as of June 5, 1941. and after comparison with the 
market prices of oil and other shares prevailing in 
Los Angeles as of the basic date. Now, I think 
the price of capital is a verv important considera- 
tion because the fair market value of any type or 
character of security is regulated by the price of 
capital. Some investors weight this economic factor 
more carefully than do others, but all consider the 
relative earnings and the prevailing return on 
invested capital, and investors seek the employment 
of capital in that market which offers the greatest 
income consistent with the demands of the investor 
with respect to safety, type and character. 

Now, what was the price of capital on June 5, 
1941? On this date we find the following yields on 
the various tvpes of fixed income securities: Long- 
term Government Bonds vielded 2.3 per cent: high- 
est grade long-term corporate bonds, 3 per cent; 
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good grade corporation bonds, 3.6 per cent; highest 
grade corporate preferred stocks, + per cent; and 
good grade corporation preferred stocks, 4.75. The 
long-term interest rate is not only the foundation 
for the price structure of all long-term fixed income 
investments, that is, bonds and preferred stocks, but 
it is also the basi¢ starting point in the analysis of 
valuation on equities or common stocks. However, 
in the case of common stocks, the analvst must deal 
with earnings as well as with the dividend yield. 
TY think the prospective willing buyer and _ seller 
would have considered the earnings of the year 
1940 more representative of the probable immediate 
future years’ earnings than any other year or 
series of years of the past. The earnings of the 
Dominguez Estate Company in 1940 of $47.27 ecom- 
pares with the average of $51.35 for the ten years 
ended in 1940. The trend of earnings was down. 
The 1940 earnings were slightly less than one-half 
of those reported in 1936, and the earnings for the 
full vear of 1941 of $47.91 were indicated by the 
results of the first five months [377] of 1941. Fur- 
thermore, the earnings for 1940 of 496,282.00, or 
£47.27 per share, appear to be the most probable 
future earnings in relation to the estimated produc- 
tion and earnings curve for the major life of the 
royalties. 

I asked myself how much these earnings were 
worth. In my opinion they were not worth more 
than 12144 per cent, capitalization basis, that is to 
say, 8 times earnings, and those earnings of 
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£496,282.00 were before any real deduction for de- 
pletion. 

Now, on June 5, 1941, the 30 Dow Jones Indus- 
trial stocks, the best known American stock aver- 
ages, and I have chosen that because it was taken 
without hindsight information, it was an average 
which had been computed and available and it was 
the harometer of general common stock values pre- 
vailing at that time—this was at 118.13 im relation 
to the 11.68 earned per composite share in 1940, 
or the Dow average sold for approximately 10 
times 1940 earnings, and it also sold for 11.8 times 
the five-year average earnings for the period ended 
in 1940. 

The three oil companies used in this industrial 
composite, that is, the Standard Oil of California, 
the Standard Oil Company of New Jersey, and the 
Texas Company, were also selling for 10 times their 
average five-year earnings for the period ended in 
1940. 

Of course, the earnings of the 30 industria! cor- 
portions [878] used in the Dow-Jones Industrial 
average were after deduction of depreciation and 
depletion. In using and multiplying 8 times earn- 
ings for the Dominguez Estate Company before 
depletion I am actually appraising these earnings 
at more than 10 times after what would have been 
considered a normal depletion for that corporation. 
I feel reasonably sure in stating that I do not 
beheve anyone would have appraised the common 
stock risk of the Dominguez Estate Companv on 
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June 5, 1941, at a higher price than he would have 
valued the composite of the 30 Dow-Jones Indus- 
trials which are higher grade investments, or the 
3 stocks used in the Dow-Jones Industrial average. 

Furthermore, the shares of 14 well-known, ac- 
tively dealt in, oil producing corporations in the 
California markets were selling for 7 times the 
1941 earnings before depletion. Such a list con- 
tains Amerad, Barnesdale, Kern County Lands, 
Superior Oil. 

Now, 8 times $47.27 per share for the Dominguez 
Estate Company is equal to $378.16. As I testified 
earlier, in my report, I found the asset value to 
be $760.04. However, these assets as per the stipu- 
lated values and the appraised value of Mr. Paul 
Paine were not producing earnings to support a 
market value of $760.00 per share. fnasmuch as 
the problem, as I see it, in this case, is to value the 
shares of a minority interest which has no power 
to liquidate the assets, it is my [879] opinion that 
the market value of this stock is best tested against 
the probable earnings of the future rather than 
against the asset value, because where no lhquida- 
tion is indicated, the stockholder or prospective 
stockholder is more interested in the earning power 
of the business than in buying at asset position. 
It is interesting to note that at June 5, 1941, the 
two major California oil companies sold for less 
than one-half of the December 31, 1940, book value, 
that is, the Standard Oil of California and the 
Union Oil sold for about 46 per cent of their book 
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value assets. Not only were oil assets depressed in 
the Los Angeles market on June 5, 1941, but assets 
of our leading banks sold for very substantial dis- 
counts. The market price and book values of two 
of the large local banks, in splendid financial con- 
dition, were as follows: Citizens National Trust 
and Savings had a book value of 41, and it sold 
for 24 or 59 per cent of its book value, which was 
composed largely of Government Bonds and a real 
estate asset which has been written far down. The 
California Bank at a book value of $46.00 per share, 
and a market price on June 5, 1941, was £25.00, so 
it sold for 54 per cent of its book value. 

In the light of the prevailing discounts in rela- 
tion to book value at which our leading oil, indus- 
trial, utilitv, and bank shares sold on June 5, 1941, 
IT doubt if the assets of the Dominguez Estate 
would have sold for more than 50 per [380] cent 
of the stipulated and estimated book value, for 
$380.00 per share. The ranch and real estate assets 
were a drag on the earnings because the expenses 
of servicing these assets exceeded their income. The 
market on June 5, 1941, discounted the net working 
eapital and investments of our leading companies. 

Furthermore, it would have been logical to 
assume that the willing buyer and willing seller 
would have bought and sold the shares of this 
stock on the basis of book value. I have continually 
kept in mind the liquidating nature of the business 
of the Dominguez Estate Company, and therefore 
have taken into full account the distributions and 
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dividends of $72.00 paid in 1940. Of course, such 
distributions were far in excess of the earnings of 
£47.00 and odd cents. Such distribution represented 
not only a return on investments, but also a return 
of capital. 


Marketahility is so essential a factor, and so 
importantly so in the fair market value of shares 
of common stock, that it cannot be ignored but 
should be fully reckoned with in computing the fair 
market value of any share of common stock. It is 
my opinion that of two given securities assumed 
to be identical in every respect other than market- 
ability, if one possesses no marketahility at all and 
the other a high degree of marketability, the latter 
security will enjoy a market value of at least 15 
per cent or more higher than [381] the fair market 
value of the former. 


So, after considering the earnings as reported 
and the assets as per the stipulated value and dis- 
tributions and the marketability, J think that a 
fair price that both would have agreed upon, that 
is, the buyer and the seller, the prospective buyer 
and seller, would have been $380.00 per share. 

® Mr. McCuen, I think you mentioned the 
Standard Oi and Union Oil of California. Did 
your analysis of either one of those companies’ 
statements disclose any estimated oil reserves? 

A. Well, the estimated oil reserves of the Union 
Oil at the end of 1940 are figured at 306,000,000 
barrels. Now, the market price of Union Oil on 
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June 5, 1941, was, I think, $64,161,000.00, and they 
had 
Q. Did vou say $63,000,000.00 ? 
A. $6-4,161,000.00. 
Q. I see. 
A. Thev had net working capital of excellent 


composition and their investments and buildings, 
less the debt on those buildings, were $63,172,000.00. 
In other words, all the 300,000,000 barrels of oil in 
the ground from this conception of value you could 
have gotten for nothing. All you were paying for 
in buying the Union Oil Company as of this date 
was for the assets above the ground. 

Q. Now, Mr. McCuen, have vou also formed 
an opinion as [382] to the fair market value of 
the Francis Land Company shares at June 5, 1941, 
and particularly the 100 shares in dispute? 

A. I have, six. 

Q. What is your opinion as to the fair market 
value of that? 

A. In my opinion the fair market value of the 
Francis Land Company was £375.80 per share. 

@. How do you arrive at that? 

A. Well, there was a little different approach 
to the estimation of the fair market valne of the 
Francis Land Company as compared with the Do- 
minguez Estate Company in that the Francis Land 
Company is essentially a holding company. It held 
practically 1.1 shares of Dominguez Estate com- 
mon stock for each share of common stock that it 
had outstanding, and it had ne other substantial 
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assets, and of the other assets it had, their total 
value was exceeded by the total current habilities 
of the company. 

Now, I believe as a holding company that the 
shares of that stock would have been discounted 
by at least ten per cent. In other words, taking the 
estimated value of $380.00 per share for the Do- 
minguez Estate, you get a valuation of $417.55 per 
share for the Francis Land Company, but I do 
not beheve the buyer would have bought nor the 
seller would have demanded the full indicated book 
value as per that appraisal on the Dominguez be- 
eause the Francis Land Company was subject [883] 
to taxes, and the Dominguez stock in the Francis 
Land Company was further removed from _ the 
stockholder than if he had bought the Dominguez 
Hstate Company stock outright. Therefore, I sub- 
jected it to a nominal discount of 10 per cent. I am 
reasonably sure that it would have heen at least 
LO" wer ‘cent, and it mags have been hhielve 

Q. Have you also formed an opinion as to the 
fair market value of the stock of the Carson Estate 
Company, the 200 shares given away on June 5, 
19412 A. I have, sit. 

@. What is vour opinion as to that? 

A. In my opinion the fair market value of the 
Carson Estate Company as per the stipulated 
vahies, and taking the Francis Land Company 
stock at $375.80, jaroduces a total value oF 
$2,231,340.00 for the Carson Estate Company. When 
vou divide that by 7,412 shares of connnon stock 
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outstanding, vou get a book value as per those 
stipulated and estimated values of $301.00 per 
share, and I deducted 20 per cent from that value 
and arrived at a fair market value of the stock 
of the Carson Estate Company of $240.80. The 
Carson Estate Company, while it had other assets 
than the Dominguez Estate stock and the Francis 
Land Company, those assets were not particularly 
productive, and I think—in fact, their expenses 
exceeded their income—and I think that would 
have been viewed as any investment trust share 


or any holding company stock. Now, on [884] June 
5, 1941, I find such splendid holding company 
stocks, that I think had far better underlying 
assets in them, as Christiana Securities. That is 
the top holding company that controls the General 
Motors and the DuPont Company. Now, the book 
value of that stock on December 31, 1940, was 
po2lo3 00 It sold tor 42,360.00, o1 at a discount 
of 27.7 per cent. Lehman Corporation had a book 
value on December 31, 1940, of $29.64, and its 
market value on the New York Stock Exchange on 
June 5; 1941, was $20.75. The discount from book 
value was 29.3 per cent. 


The Security Company. a well-known holding 
company listed but not so actively traded on the 
Los Angeles Stock Exchange, but there is always 
a bid and offering price not so far apart, had a 
book value of $40.36, and it sold for $30.00, or the 


reasonable spread between the bid and asked would 
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have been $30.00, and that therefore sold at a 38 
per cent discount. 
ft should be evident that the fair market value 
of any investment or holding company share of 
stock is not necessarily the equal of the net assets 
or book value of the assets divided by the total 
number of shares. Such companies have to pay 
income taxes and, are subject to management and 
administrative expenses that detract from uie un- 
derlying value of the assets. 


so, I think, in view of the discounts that such 
splendid investment or holding company stocks 
sold at, that [3885] a discount factor of at least 20 
per cent would have been agreed to by both the 
willing buyer and the willing seller of the Carson 
Histate Company as of the basic date. 

@. - think you mentioned—I want to make 
sure—in considering the asset value there—I will 
withdraw that. 

In forming your opinion as to the fair market 
value of the Carson Estate Company stock, vou 
did accept a certain value for the oil royalties? 
That is right? A. Well, I—— 

Mr. Melville: I object. That is leading. 

Mr. Mackay: I think it is. 

The Court: The objection will be overruled. 

The Witness: J accepted vour stipulated value 
of the Petitioner and Respondent of $285,000.00. 

Mr. Mackay: O. K. That is all. You may take 
the witness. 
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Cross Examination 
By Mr. Melville: 


Q. Mi. McCuen, you stated that in valuing the 
stock of a personal holding company you took into 
consideration the fact that that personal holding 
company has income taxes and administration ex- 
penses and therefore the value of its stock must 
be somewhat less than the proportionate part of 
the assets? Is that your view? 

A. No, I den’t think—are you referring to 
when I [386] valued the Francis Land Company? 

Q. It was toward the past part of your testi- 
mony. You said you took income taxes and admin- 
istration expense into account. Now, please tell us 
about that? 

A. Oh, yes. Well, vou see, for instance, if you 
buy a group of corporation stocks listed on the 
New York Stock Exchange and you form a cor- 
poration and hold those, you will have to pay ad- 
ministrative and management expenses of the hold- 
ing corporation there, and, of course, that detracts 
from the value o: the underlying assets of that 
holding corporation. 

®. Now, Mr. McCuen, if vou had 500,000.00 
and you were wondering in your own mind whether 
vou would be better off to form a personal holding 
company, and after giving it some thought you 
decided to form a personal holding company and 
issued 5,000 shares of stock worth $100.00 a shave, 
you have this $500,000.00 now invested in market- 
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able securities and as of a given date your market- 
able securities are worth, let us say, $500,000; what 
is the value of your stock per share? 

A. The book value or the fair market value? 

Q. The fair market value. 

A. Well, of course, I don’t know that I could 
answer that. I would want to know the corporation 
and its assets. 

Q. It is vour personal holding company. You 
know all about it. [887] 

A. No, I do not, only the very few words you 
said about it. I would say that the book value would 
he, of course, $100.00 per share as a going concern. 
If it was the intention to liquidate that corpora- 
tion, vou certainly would not get $100.00 per share 
from that corporation from the assets if they had 
the value vou indicated with the number of shares 
of common stock outstanding. 

Q. Now, supposing I came to you and I said, 
‘‘Now, I have got the money to invest and I think 
vou know quite a bit about the securities market. 
You have got $500,000.00 invested in marketable 
securities and I will bet my money that you made 
a eood choice, that you have got vour money pretty 
well spread’’—diversification, I believe you eall 
it—‘‘so, rather than for me to go out and put my 
money in marketable securities, I would like to buy 
a few shares in vour personal holding company.’’ 
How much would you sell them to me for? 

A. Well, if I were thinking of it from a selfish 
standpoint, I would naturally try to get as much 
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as I could, but I would inform him that he could 
go out and buv common stocks of the very finest 
investment trusts or holding companies at about a 
30 per cent discount. Then if he was willing to pay 
me $100.00 for my stock as per the indicated hook 
value, then of course he would have bought after 
being fully informed. it would probably have been 
worth that much to me if I owned all the stock 
and had the power of liquidating that corporation, 
but I do not think it would have been worth that 
much to the willing buyer because he could have 
gone out and bonght other assets, unless I had 
particularly demonstrated myself that I could do 
very much better with those assets than the other 
investment trusts or holding companies were doing. 
Very few corporations do better than Lehman 
Grothers and Christiana Securities because DuPont 
and General Motors out-perform the averages. 

Q. Let us get back to your personal holding 
company now. You tell me that you doubt very 
much that that stock would be worth 100.00 a 
share to me? A. To the buyer. 

Q. To me? - am the prospective buyer now. 
You are the one that owns the stock. You would 
be foolish to sell it to me for less than $100.09, 
wouldn’t you? 

A. If I owned all of it and controlled the cor- 
poration it ostensibly would be worth $100.00 a 
share to me. 

Q. Would you or would you not sell me a share 
for less than $100.00? 

A. That is very difficult to answer. 
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Q. I know I am making it difficult for you. 

A. It is too hypothetical and it is not as specific 
as the problem we have here. We have all the facts 
of this case at hand and we have not all the facts 
of this other. 

Q. But we are valuing a closely held corpora- 
tion. Now, [389] there is nothing too difficult about 
the question I asked you. It seems to me that you 
should be able to answer my question yes or no. 
You either would or would not be willing to sell 
me 100 shares of 


A. I probably would not want to sell vou the 
stock. 

Q. All right. And you think’ that I would be 
foolish to pay vou $100.00? 

A. J do if on the basic date vou could have 
bought other leading investment trust shares at 
a 30 per cent discount, shares of proven merit and 
distinction in such companies as those which I have 
referred here. 

Q. Now, when the willing buver will only pay 
so much and the willing seller will not come down 
and they do not meet, there is no sale, is there? 

A. That is right, 

Q. So in this particular case vou would be 
foolish, as I understand it, to sell me your stock 
for less than $100.00, and, therefore, if I was will- 
ign, I would not buy it? 

A. You would not pay $100.00 for it if the 
samc condition prevailed as on this basic date. 

© Now, then, vou decide to continue on owning 
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the stoek in this personal holding company; you 
have ineome taxes and administration expenses, do 
you? Be eS 

Q. Now, the very fact that you continue this 
personal [3890] holding company and pay these 
administration expenses and income taxes, doesn’t 
that pretty well indicate that it was to your ad- 
vantage to do so rather than to liquidate and 
take your money out? 

A. It either was to my advantage or I had high 
hopes for the future enhancement of the value of 
those stocks. 

Q. Oh, but you could still take the stocks out. 
This Dominguez Estate Company could distribute 
in kind, couldn’t thev? 

A. Not as I understand it. We are evaluating 
a minority interest here who were powerless to 
do it. Of course, 1f T was called upon to evaluate 
a majority stock interest here, I assure vou that I 
would have an entirely different answer than [I 
have now. 

@. Let us go back, now, to the mathematics of 
arriving at your fair market value figure for the 
Dominguez Estate Company. You gave a figure of 
$760.04. What was that? 

A. That was the stipulated value of the net 
working capital, of the stocks and bonds, of the 
ranch and other real estate as per the stipulated 
value, plus the #3,000,000.00 estimated value of the 
oil royalty by Mr. Paul Paine, making a total of 
$7,979,700.00, and dividing that by 10,499 shares 
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you get a book value of indicated fair market value 
from the asset standpoint of $760.04. [891] 

@. Then I believe you took a discount from 
that? A. No, sir. 

Q. Well, in the case of Francis vou arrived at 
a—withdraw that question. 

How did you go then? What was your next step 
after arriving at $760.04? | 

A. I next tested the earnings to find what the 
value of the stock would be from the earnings 
standpoint. I believe the earnings standpoint for 
all going concern corporations generally should be 
accorded the greatest consideration, more than any 
other factor, that is, the faetor of earnings, of as- 
sets, of dividends, or marketabilitv. Those are the 
four cardinal factors in evaluating a common stock. 
I took the earnings of $47.27 for 1940 because T 
believed that the year 1940 was the best norm 
vear we could arrive at. If you multiply that by 
8, and multiplving by 8 is equal to a capitalization 
ratio of 1214 per cent, you will get a value of 
$370.00, I think. To be exact, it is $378.16. 

Q. And from $378.16 you made a round number 
of £380.00? 

A. No—somewhat, if you want to call it a round 
number. I thought, as I tried to demonstrate, that 
on June 5, 1941, verv few corporations sold about 
the asset value because things were at a discount. 
T need not here rehearse the prevailing sentimental 
condition regarding world-wide military affairs and 
political considerations and tax considerations, and 
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all of those. [892] It was an uncertain period. The 
stock market had already been on the drop from 
#939 of around 156 to where it was down to 118, 
and there wasn’t anything to indicate that the trend 
was going to stop at that time. So, assets sold at 
a cuscount, particularly here in L. A. 

Q. All right. Then, did you discount the assets 
in this case? 

A. I said, in view of the fact that our leading 
corporations, such as the Standard Oil of California 
and the Union Oil, the California Bank, and the 
Citizens Bank—that those assets sold on an average 
of about 50 cents on the dollar, and I don’t believe 
anyone would have paid a higher price or ratio for 
these assets in the Dominguez Estate. 

Oy li vou take 

A. If vou take 50 per cent of $760.00, vou get 
€380.00 which bears out mv earnings factor figures 
of £378.16. So, instead of expressing it as $378.16, 
I resolved it to a round figure of $880.00. 


Q. All right. Now, on Francis vou followed 


the same procedure, as I understand it? 

A. No. Francis was an entirely different—— 

Q. I think probably T should make that more 
expliat. In Francis, as I understand your testi- 
mony. you took what vou estimated to be the fair 
market value of Dominguez stock and transplanted 
it into the balance sheet of Francis os] 


Poe Chats yieht. 
©). 


converted that into value per share of 
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assets, and took a 10 per cent factor, and arrived 
at $375.80? A. Yes, sir, that is correct. 

Q. Then, in order to arrive at the value of 
Carson, you took the Dominguez stock at $380.00, 
put that into the balance sheet, you took the Francis 
stock at $375.80, and put that in the balance sheet, 
added them up, determined what the. asset value 
per share was, and took a 20 per cent discount? 

Poe Paieis correct: 

Q. Now, Mr. McCuen, that gives vou in so far 
as the assets of the Carson Estate Company are 
concerned, a 50 per cent, which is what you took 
in Dominguez, and 10 per cent, which is what you 
took in Francis, plus a 20 per cent which you took 
in Carson. 50, 10 and 20 and 80 per cent that the 
assets of the Dominguez Estate Company are dis- 
counted by the time they are reflected in the fair 
market value of the Carson Estate Company? Isn’t 
that vour testimony ? 

A. It would appear that way but it is not 
exactly that simple, sir, for the reason that I did 
not value the Dominguez Estate Company pri- 
marily on its asset value. I took all the factors of 
valuation into consideration, that is, the earnings 
factor, the dividend factor, the marketability fac- 
tor, and the asset factor. Now, if it happened to 
coincide with 50 per cent of the asset value, that 
is more of a coincidence of figures [894] than a 
method of valuation. 

Q. Well, then, after having discounted the 
Francis assets at 10 per cent to arrive at the fair 
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market value of Francis stock, why after you 
earry that stock into Carson Estate Company do 
you subject it to another 20 per cent discount? 

A. Well, for the same reason that if you were 
to buy the stock of the Christiana Securities Com- 
pany and the stock of the Lehman Corporation and 
the stock of the Security Company, or the stock 
of the State Street Investment Company, or any 
number of investment companies, and vou want to 
form another corporation to hold those stocks, those 
stocks in my opinion would still sell at a further 
discount factor. Everyone does it. It is the method 
of a fair appraisal of such corporations. 

Q. Now, in arriving at your—did vou say in 
your direct examination that the earnings of the 
corporation were not sufficient to support the asset 
values that appear? 

A. Yes, sir; definitely not. 

Q. So, what did you do with the asset values? 

A. Well, we weigh corporations, as I sav, from 
the four points of view, and the earnings factor 
takes a predominating place. Frankly, I haven’t any 
specific formula to say how much the earnings 
should weigh, how much assets should weigh, how 
much marketability should weigh, how much divi- 
dends should weigh. [395] They varv in such a 
yumber of degrees that we have to consider them 
all in the light of all the other facts and use our 
best judgment. That is the human approach to it. 

Q. IJ hand vou the stipulation which is in evi- 
dence, and on top is joint Exhibit 1-A, and I ask 
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you what vou think the asset value—what figure 
you used as to the asset value on ranch real estate? 

A. T used the stipulated valuation. That was 
the value of those ranch real estates to the cor- 
poration as of that date. 

Q. What figure was that? 

A. $1,629,950.00. 

Q. In other words, you say that in making your 
comparison with other corporations you used the 
figures in this stipulated fair market value column? 

A. I took those into consideration, sit. 

Q. Did vou take any other figures on this sheet 
into consideration ? 

A. Only to accept the $3,000,000.00 of oil royal- 
ties. 

Q. Substituting the $3,000,000.00? 

A. Yes. 

®. But those are all the figures on this sheet 
that you took into consideration in making your 
comparison with other companies? 

A. Tn comparison with other companies, yes, 
that would be essentially so. [896] 

Q. Now, in making your comparison with other 
companies, did you consider their asset value? 

Be ies, si: 

Q. What value did you use, the fair market 
value or the book value? 

A. I used their book value, which was away 
under their earnings value, and, therefore, pre- 
sumably below their fair market value. 

Q. Purely a presumption on your part? 
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A. It is a presumption based on many years 
of study and intense research. 

Q. Did vou have available to you the fair market 
value of the assets of the various companies that 
you considered iv making your comparison ? 

A. No, none of those 

@. If you had had them, would you have used 
them in preference to the book values? 

A. In order to be fair with mv comparisons, I 


would have had to, sit, definitely. 

Q. In other words, the fact that you did not 
have them available justifies your not using them, 
but the fact that you did not use them was not 
exactly a fair comparison, was it? 

A. I wouldn’t say it is not a fair comparison. 
Of course, it is very difficult to compare any two 
corporations even when they look alike and in the 
same business, but book [397] value of assets and 
fair market value of assets—oh, J don’t know, 
those are sometimes confusing terms. I do know that 
the evidence is very strong that the earnings of the 
Union Oi! and the Standard Ou 

@. Let us stay with assets now, Mr. McCuen. Is 
it vour testimony that it would have been more fair 


in making vour comparison to have used the fair 
market value of the assets of the other companies 
in comparison with the fair market value of the 
assets of the Dominguez, Francis, and Carson Com- 
panies? 

A. J don’t know that it would have been any 
more fair, but if [ had had those fair market valua- 


360 Victoria L. Cotton vs. | 


(Testimony of C. Melvin MceCuen.) 

tions of assets of those corporations, | would have 
used them although I would not have used the 
comparison. 

Q. At all? A. That is richie 

Q. Since you did not have the fair market value 
figures of the other companies to make the com- 
parison but had their book value figures, and you 
had the book value figures in our companies, why 
didn’t vou use the book value figures in our com- 
panies and compare them with the book value 
figures in the other companies? 

A. Well, because it is a well-known fact that 
the book value figures of the companies that I have 
used have been very fairly stated. Their earnings 
will prove the reality of those book values that 
I think would compare very favorably with the 
fair market value of those assets if on that date 
a miracle could have been performed and we had 
had all the fair market values of those corporations. 

Q. Can you state in a few words why you did 
not make a comparison of hke things with lke 
things since you had them before you? 

A. It is very difficult in closely held corpora- 
tions to get comparisons with others. Even two 
well-integrated oil companies will differ in com- 
parisons. It would be a most coincidental thing if 
vou could find another corporation that in addi- 
tion to having net working capital, stocks and bonds 
of another corporation, branch and real estate as- 
sets, which would also have oi] royalties. But I 
don’t think that that offsets or invalidates the value 
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of the comparisons that I have made with these 
corporations because the Security Company had 
real estate assets, they had some ranch properties, 
they had a very excellent list of stocks and bonds, 
and they had working capital. They did not have 
any oi! rovalties. Well, if the assets of that com- 
pany with known values sold at approximately a 
40 per cent discount and were listed on the New 
York Stock Exchange, I don’t think I was very 
far off in arriving at a value for the Dominguez 
Kstate that was almost equal to 50 per cent of the 
assets, but that is only coincidental that my $880.00 
coincides with one-half of the assets. 

Q. Do not oil royalties have the same relation 
to an [399] oil property that a bond does to the 
stock of a corporation? 

A. Well, a bond of a corporation is, of course— 
if it is a contractual obligation, fixed in its terms, 
it occupies a prior position in the capital structure 
and earnings of that corporation. Now, an oil 
rovalty has a fixed income if it is earned. It is 
more in the nature of an income bond, as I would 
compare it. If it is earmed they pay it. If it is 
not, if the companies do not produce the oil, vou 
do uot get it and you cannot foreclose or do any- 
ate. 

Q Supposing the Shell Oi! Company that is oper- 
ating some of the leases in this case was operating 
at a loss, would the Dominguez Estate Company 
get their royalty? 

A. Jf they kept the production up. 
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Q. Supposing they only produced one barrel 
aud they did so at a loss? 

A. Well, I would assume that these people would 
get 1/6th of that barrel. 

Q. So that even though the producing company 
operates at a loss and even though they produced 
one or a million barrels, the lessor, the Dominguez 
Estate Company, gets their share of all of the oil 
produced, don’t they? A. Yes, 

Q. So, to that extent isn’t it very comparable to 
the bond of a corporation? 

A. Well, I don’t think I would make that com- 
parison there. [400] 

Q. It is a first lien, isn’t it, on the property 
we are speaking about? 

A. Well, I don’t know. I am not trying not 
to answer it, but frankly I don’t get the value of 
hat comparison. JI have an appreciation of oil 
royalties. You cannot live in California for nearly 
30 years without knowing something about them, 
but how good they are when they are good and 
how, of course, bad they are when thev are not 


good. 
Mr. Melville: Your Honor, may we have a re- 
cess for a brief time? 
The Court: Very well. We will suspend at this 
tine for a brief recess. 


(A short recess.) 


The Court: Will there be any further exami- 
nation of the witness? 
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Mr. Melville: Yes, your Honor. 
The Court: Very well. 


By Mr. Melville: 


Q. Mr. McCuen, have you had any experience 
in dealing in oil royalties? 

A. No, I have not. 

Q. Have you had any experience in dealing in 
stocks of oil royalty companies? 

A. Well, I have bought or recommended people 
to buv producing oil corporations who had some 
royalty interests, yes. [401] 

Q. But they were oil companies such as what? 

A. The big oil companies here, Superior Oj] 
and Union Ou. i 

Q. Thev produced and refined and marketed? 

A. Yes. 

Q. No companies that just sold 

A. The Superior Oil Company. I have also 
recommended this one up in Kern County, the Kern 


County Land Company. I have one account that 
has 500 shares of that and I keep an active imter- 
est in it. 

Q. Would you say that that is more comparable 
to the Dominguez Estate Company than the other 
oil companies that you mentioned that are produc- 
ing, refining and marketing? 

A. Yes, in that it primarily owns royalty in- 
terests, and it has some producing land and some 
ranch lands. 


Q. Do vou know any other companies around 


364 Victoria L. Cotton vs. 


(Yestimony of C. Melvin McCuen.) 
Souther California that are similar to the Kern 
County in that regard? 

A. Yes, here are some others. I think the 
Southland Royalty and the Louisana.Land and Ex- 
ploration were very comparable. 

Q. Do they have stock outstanding in the hands 
of the public? A. Yes. 

Q. Sold on the local exchanges? 

A. No, not on the—well, I think one of them is, 
and [402] they sold for abeut six to nine times 
earnings before depletion. The average of fourteen 
well-known producing oil companies, as I testified 
in my testimony here, sold for seven times their 
earnings in 1941 before depletion. 

Q. But those oil companies that you had in mind 
were the oil companies that are like Standard Oi, 
aren't they ? 

A. No, those are Amerad, Barnesdale, Hono- 
lulu Oil, Midwest Oil, Mountain Producers and 
Superior Oil. They are producers only. They have 
no inventory, retineries, transportation or market- 
ing facilities. 

@. Well, are they comparable? 

A. They are more comparable insofar as the 
oil asset side of the Dominguez Estate ts concerned. 

Q. Why didn't you use them rather than to tall 
about banks and investment trusts? 

A. I was getting at the asset value. I said that 
on June 5, 1941, as indicated by the Dow average, 
that stocks were selling down and assets sold at a 
discount, and J tried to indicate that if the assets 
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of our outstanding leading banks and oil companies 
sold at abcut a 50 per cent discount, it was unrea- 
sonable to believe that a willing buyer would have 
paid on an asset basis onlv—of course, von should 
consider the earnings and the other factors here— 
would from an asset valuation only pay more for 
these assets than he would for those assets. <At 
least, these assets which I have referred to support 
the values by earnings, whereas the Dominguez 
Estate Company cannot m my opinion support a 
£760.00 valuation on earnings. $47.00 will not at 
a fair ratio support such a value. 

Q. Would you say from that that the asset value 
is too high? 

A. I would say from that that the prospective 
buyer and willing seller 

Q. Answer the question. Was the asset value 
too high? A. It appeared too high. 

Q. in other words, you have not approved of 
the stipulated figures as to the fair market value 
of those assets? 

A. Well, as I understand it, those were the fair 
market valuations of those assets to the corporation. 
Now, the fair market valuation of an asset to a 


corporation is one thing, but when you convert it 
to stock value per share of common stock to a 
minority interest, that is an entirely different value 
from the other. 

@. What could the corporation have sold its 
stock—talking now about Dominguez Estate Com- 
pany, Exhibit 1-A—— A. Yes. 
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Q. What, in your opinion, could that corpora- 
tion have converted its stocks and bonds and re- 
ceived cash for, in what amount? 

A. Well, I would say approximately as per the 
stipulated [404] value of $1,141,270.00. Of course, 
they hold some shares—they held rather sizeable 
blocks of stoek which, if you had thrown them on 
the market that day, may have made a difference 
of a point or two or three points in value. I sold 
500 shares of stock on the New York Stock Ex- 
change last week and knocked the price down a 
point and a half on a very actively traded stock. 
Of course, from that you would have had a broker- 
age commission, so | would say on the whole that 
you would have got substantially in excess of 
$1,100,000.00. Probably you would have got—they 
would have been probably $40,000.00 off. 

Q. All right, let us take the next figure, ranch 
real estate. How much could that have been con- 
verted into cash for, in your opinion? 

A. I haven’t the shghtest idea. I do know at 
that time that ranch properties sold at a discount. 
I had the good fortune in 1941, in Mareh of 1941, 
to purchase 40 acres which I bought for $4,500.00. 

Q. Do you have any views as to what the other 
real estate could have been converted into cash for? 

A. No, I haven’t. The sale of real estate prop- 
erties in 1941—it was a very difficult thing to sell 
real estate in Los Angeles in 1941 at anything like 
its fair market value. 

@. You had those facts and situations im mind, 
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did you, when vou were making your analysis of 
this case? 

A. They were a fractional part of all my know!- 
edge [405] gathered together. That composed part 
of it, but I would say it was an infinitesimal factor. 

Q. Would you distinguish between market price 
and fair market value? 

A. Oh, well, of course, market price on the New 
York Stock Exchange is synonymous with fair 
market value in the estimation of many people, but 
in my definition of fair market value I am in total 
sympathy with the aims and objectives of the regu- 
lation of the Revenue Department. J think you 
ought to try to arrive at that price which a willing 
buyer under no compulsion to buy, and a willing 
seller under no compulsion to sell, each of them 
having all information of the relative factors im- 
volved, what they would have agreed upon. It is 
hypothetical but I think it is very imteresting and 
perhaps the best way we have to solve these 
problems. 

Q. That is something different, then, is it, from 
the market price? A. I think so. 

Q. What is market price? 

A. Market price is what a thing will fetch, what- 
ever the market is, like today the market price of 
United States Steel 1s 78. 

Q. That is the market price? 

A. 78 per share. 

Q. All right, what is the fair market price of 
United States Steel today? [406] A. 78. 
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Q. The same? A. Yes. 

Q. But you would define them differently ? 

A. Yes, I think so. 

Q. Then define market price for us. 

A. Well, in other words, as I say, market price 
is that price which a security will bring or fetch, it 
is an actual dealing, whereas fair market value in- 
volves considerations of investment values. It is 
consideration of both sides. 

Q. Then, as [ understand your testimony, mar- 
ket price is what a thing will bring? 

A. Yes. 

Q. Fair market price or value is what in your 
opinion it should bring or in somebody else’s opin- 
ion it should bring? 

A. What it should bring. In other words, it is 
nore subjective and the other is more objective, 
but the two terms are sometimes used synonymously. 

Q. But you do not use them synonymously ? 

A. Not necessarily. If they ave in balance I 
will use them. 

@. And in this case—— 

A. What I have tried to do heve is to arrive at 
the fair market value. I am taking into considera- 
tion the prevailing price of capital, the price of 
stocks and bonds all over [407] the country, and 
how [ think those values—what effect it would have 
had on the value as of that date. The time is a 
very important element when vou value a thing. 

Q. In view of your testimony, would it suprise 
you to know that the parties agreed and stipulated 
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that stocks and bonds could have been converied 
into cash, that that was the fair market value that 
‘ would have been received for those stocks and bonds 
on May 31, 1941? 

Mr. Mackay: Just a minute, if your Honor 
please. We stipulated the fait market value of 
those bonds at that date. 

Mr. Melville: ‘The testimony of this witness in- 
dicates that he did not understand the stipulation. 

Mr. Mackay: ! don’t think he said that. 

Mr. Melville: That is what I am trying to bring 
out if you will let me. 

Mr. Mackay: I won’t try to stop you, Mr. 
Melville. 

The Conrt: You may proceed with your ques- 
tions. 


By My. Melville: 


@. Would it surprise you to know that the stipu- 
lation means that the ranch real estate could have 
been converted into cash for $1,629,950.00 on May 
31, 1941? 

A. No, I would not be surprised because I think 
I am informed as to those stipulated values and 
what the purpose of it was. [408] 

Q. Then why did you consider the real estate 
market and try to make a discount from that? 

A. Well, I said, as of that date the real estate 
market in Los Angeles was depressed. 

Q. What does that have to do with our case? 


A. It has everything to do when you get down 
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to the computation of a minority interest in a cor- 
poration which had no power to get those assets, 
assuming that those were the values to the corpora- 
tion as of that date. 

Q. But if the real estate market had not been 
depressed, is it not reasonable to assume that the 
fair market value of this real estate would have 
been higher? 

A. It may have been higher or it may have been 
lower than that figure. 

Q. There are stocks of oi] royalty companies 
being bought and sold on the Los Angeles Stock 
Exchange, and over-the-counter, in Los Angeles, 
are there not? 

A. I don’t think there are any on the Los Ange- 
les Stock Exchange. If there are, I am not familiar 
with them. The individuals generally get first 
choice at a good oil royalty. The corporations don’t 
get those. 

q@. There either is or there is not? 

A. No, I don’t think there is on the Los Angeles 
Stock Exchange, and I don’t know of any over-the- 
counter. They are dealt in by specialists. [409] 

Q. How about the San Francisco Stock Ex- 
change, and over-the-counter at San Francisco? 

A. I think you will find them over-the-counter. 

Q. But you don’t know? 

A. Oh, yes, you definitely will, but you will 
probably find more here than you will in San Fran- 
c1S8¢o. 
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Q. You will find more over-the-counter sales 
here than in San Francisco? A. Yes. 

Q. Then you will find over-the-counter sales 
both in San Francisco and in Los Angeles 

BN, SOR 

Q. Of stocks of oil royalty companies? 

i, VGSSSESIOR 

Q@. And they are also traded in on the New York 
Stock Exchange, aren’t they? A. No, sir. 

Q. How about the New York Curb? 


A. If there are any on that I don’t know of 
them, but I doubt if there are any on there. 


@. But here in California you had available to 
vou at that time the fair market value, or the mar- 
ket price, as you call it, at which stocks of oil roy- 
alty companies were being sold? 

A. No, I wouldn’t say that, not the value, not 
the fair [410] market value at which they were 
sold. In other words, you would go up on the third 
floov and talk to a broker and ask him if he could 
get you a good royalty. Then after having got it, 
you would sit down and talk price, but there was 
no known, posted prices on them. 


Q. You said that stocks of oil royalty companies 
were being traded in over-the-counter in Los Ange- 
les and in San Francisco, didn’t you? 


A. J was confused. J was thinking—you are 
thinking of corporations? 
Q. Stocks of oil royalty companies, sir. 


A. I don’t know of oil reyalty companies that 
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deal exclusively in oil rovalties. I don’t know of 
any such. 

Q. Well, let us take Kern County. 

A. I know, but we would not consider that an 
oil royalty company. I see what you mean now. 
That is a corporation and among the assets it has 
are oil royalties and cattle ranches. 

@. You have covered that. 

My. Mackay: He has not said ‘‘cattle’’. 


By Mr. Melville: 


@. But you have covered the fact that there are 
stocks, similar stocks to the Dominguez Estate Com- 
pany, and you mentioned them. 

A. That is the only one that is directly com- 
parable. I would say the other three are not di- 
rectly comparable. [411] 

The Court: I would suggest that both the wit- 
ness and counsel have a little bit of a habit of in- 
terrupting the other before the job in hand is com- 
pleted. I don’t say that to be critical. 

Mr. Melville: I am sorry. I apologize to both 
of you. 

The Court: You let counsel complete his ques- 
tion before you start to make your answer, and then 
if he will let you complete vour answer before he 
starts the next question we will have a little better 
record. 


By Mr. Melville: 


Q. Then, as I understand it, in your opinion, 
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Kern County is the only company that you know 
of that is really comparable to Dominguez Estate 
Company ? 

A. I would say it is the best of comparison that 
icaneuiimk of. 

Q. Why didn’t you use it in making your com- 
parison ? 

A. I have it in the comparison here among the 
oil producing companies. 

Q. You listed it right in or considered it right 
along with the companies 

A. The 14 other companies. 

Q. Please don’t interrupt me. You considered 
it right along with the other oil companies which 
are producing, yvefining and marketing, is that 
correct? [412] 

A. No; producing companies only. 

Q. Did you testify that the earnings cf a cor- 
poration are one of the most important, if not the 
most important, factors to be considered in arriv- 
ing at the fair market value of its stock? 


A. Of a going concern, an operating company, 
that would be one of the most important factors. 
Of course, it is not altogether the most important 
factor. Some corporations do not have earnings 
but vet have assets of considerable value. In such 
cases you would minimize the earnings factor. 

@. If the Dominguez Estate Company had noth- 
ing except its real estate holdings in 1941, how 
would you have valued that on the earnings basis? 

A. Well, I don’t think I would have valued it 
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on the earnings basis. I would have probably ap- 
proached it as I did the Security Company. Tt you 
take out the oil royalties from the Dominguez Com- 
pany, you would have a company very comparable 
to the Security Company, and I valued the Security 
Company there on the basis of its underlying assets. 

Q. So, if you had valued the Dominguez Estate 
Company with no other assets except its real estate, 
you would have valued it on the basis of assets? 

A. Well, on the estimated liquidating value of 
its assets if it had no earnings and if it had no work- 
ing capital and had no stocks and bonds, but just 
veal estate. Of course, I would [413] want enough 
eash and working capital to see the corporation 
through, but I would then have estimated the value 
of the real estate on the present worth basis. 

Q. Mr. MeCuen, if vou knew that Dominguez 
Estate Company was actually bought and sold 
around about 1941 for $1,000.00 a share, would that 
change your opinion as to the value of that stock? 

A. I will answer it this way, that I have ap- 
proached this 


Q. Just a minute. I believe you can answer 
that question yes or no, and I wish you would do so, 
following it with your explanation. 

A. No, it would not have made any difference in 
my valuation here. 

Q. You would not change your opinion if you 
knew there was an actual sale of that stock at 
$1,000.00 a share? 

A. No, sir, because I brought forth the best of 
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my integrity and ability to compute this value, and 
while I may have been disappointed to find that I 
was that far off, as I sometimes am disappointed in 
my calculations of values and how they work out in 
the future, it would not have changed my opinion 
one bit. 

Q. So that all that this sale or sales at $1,000.00 
a share would do, as far as you are concerned, is to 
establish that that was the market price? [414] 

A. The market price and not the fair market 
value. 

Mr. Melville: No more questions. 

Mr. Mackay: That is all. 


(Witness excused.) 


Wire Mackay: Call Ma Hitner. 
ADOLPH K. EITNER, 


called as a witness for and on behalf of the Peti- 
tioner, having been first duly sworn, was examined 
and testified as follows: 


Direct Examination 


The Clerk: Your name, please? 
The Witness: Adolph K. Eitner. 
By Mr. Mackay: 
Mr. Eitner, you live in Los Angeles? 
Wesecit ledo. 
What is your occupation? 
JI am an investment banker. 


rOoPO 
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Q. With whom? 

A. Blythe & Company. 

Q. is that the Blythe & Company that is known 
nationally and internationally ? 

me es, Sit. 

Q. How long have you been connected with that 
company ? 

A. For twlve and one-half years. [415] 

@. In what capacity? 

A. Well, in the past three and one-half years as 
sales manager in Los Angeles; before that time as 
statistician, analyst and buyer, working in the buy- 
ing department. 

Prior to that time what was vour occupation ? 
Tt was the same. 

For how long prior to that time? 

From July of 1926. 

What has been the nature of your duties 


OPOre 


since that time, and particularly during the last 
five or six vears? 

A. It has been constantly working with securi- 
ties, appraising security values, both on securities 
which have established markets and in other in- 
stances securities which do not have established 
markets which we are checking for the purpose of 
either public or private placement. 

Q@. You say you are at the present time sales 
manager for Blythe & Company? 

A. In Los Angeles, yes. 

Q. And you buy and sell—vou have bought and 
sold a lot of stocks? 
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A. Ves, we buy stocks here for the account of 
the firm, buy them and sell them. I handle a good 
bit of that. 

Q. Now, have you formed an opinion as to the 
fair market value of this stock of the Dominguez 
Estate Company as of June 5, 1941? [416] 

pee Yes, sir, | have 

G. Were vou supplied with a copy of the supu- 
lation that has been submitted here, together with 
the exhibits? 

A. Y¥es, sir, I have had those and examined all 
of them carefully. 

Q. And vou have made an analysis of those ex- 
hibits? A. Yes. 

Q. Those exhibits, or some of them, show that 
all the assets of the Dominguez Estate Company, or 
each of the assets of the Dominguez Estate Com- 


peny—withdraw that. 

You are familiar with the fact that one of the 
exhibits shows that the parties have stipulated the 
fair market value of certain assets of Dominguez 
Estate Company ? A Yessir: 

Q. As of that particular date? 

A. Yes, sir. 

Q. And the only asset not stipulated and which 
is at issue is the oil royalties of the Dominguez 
Estate Company ? A. Yes, sir. 

@. You are familiar with that? 

a es, sir. 

Q. In arriving at your value or market value 
of the stock of the Dominguez Estate Company as 


378 Victoria L. Cotton vs. 


(Testimony of Adolph K. Eitner.) 
of that date, what value did vou assume or take 
on the oil royalties? 

A. There was another exhibit in connection with 
the [417] exhibits, and that is the exhibit of ex- 
pected future royalty income. [ don’t have it here 
but [ think this is correct from the standpoint of 
round figures, that the gross projected royalty in- 
come to the Dominguez Estate Company was 
roughly $9,000,000.00. I discounted that to a pres- 
ent valne, using a 6 per cent factor which breaks 

Mr. Melville: Just exeuse me one moment, 


please. Has this witness been qualified to appraise 
oil royalties? 

Mr. Mackay: He is just explaining how he ar- 
rived at that. I asked him what value he assumed. 

Mr. Melville: He is undertaking to value for 
the record, as I understand it, oil royalties by start- 
ing with the $9,000,000.00 odd figure and I don’t 
believe the witness has been qualified as an expert 


to value oil royalties. That is one of the issues in 
the ease. 


By Mr. Mackay: 


Q. What has been your experience along that 
line, Mr. Hitner? 

A. In connection with oil royalties I have had 
no experience. We have handled the securities of 
companies that are mainly producing oil companies, 
and 1h one instance an oi] royalty company. In 
another instance we have—in several instances I 
ean recall going into producing companies, and in 
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one case a royalty company, in some detail, but no 
transaction resulted, we could not arrive at a val- 
uation in our own minds [418] which was satisfac- 
tory to the prospective seller at the time. So, in 
proceeding to answer your question, [| was not 
attempting to establish a value of the royalty. I 
was attempting to establish the value which the 
royalty represented in the stock, if that is satis- 
factory. 

Q. Yes. 

Mr. Melville: Go ahead. 


The Witness: I took a 6 per cent factor and 
brought that down to the present worth, which is 
roughly $5,868,000.00. The Dominguez Estate Com- 
pany paid taxes at a rate of about 15 per cent of 
their taxable income, which, from a practical stand- 
point, represented entirely the royalty income. So, 
deducting taxes from that at the rate of 15 per cent, 
we get a present worth factor there from the gross 
figure of $9,000,000, whatever it was, of $4,988,600.00, 
which is the equivalent of $475.00 a share on the 
Dominguez Estate stock. That is my valuation on 
the stock and that is the value which I considered 
in the rovalty. Does that answer vou on that point? 


By Mr. Mackay: 
Q. Yes. Assuming that the fair market value 
of the oil rovalty of the Dominguez Company on 


the basic date was $3,000,000.00, as testified to by 
Paul Paine yesterday, and in the hight of this stipu- 
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lation and the exhibits, what would be the fair mar- 
ket value? 

A. Well, sir, I did not consider the market 
value of the [419] royalty in the strict sense of that 
term. The figure that I arrived at—are you asking 
the figure that I arrived at overall on the Domin- 
guez Hstate stock? 

Q. Yes, I wish you would give it, please. 

A. It is $407.00 per share. 

@. All right, proceed. 

A. In considering this, in approaching this, I, 
of course, studied and analyzed the earnings state- 
ment, the dividend record, the financial statement, 
and the stipulation of values. The assets broke 
down into several distinct types. You have, of 
course, your current assets which are a necessity 
in any going concern. That is one group. You 
have your securities, another group. You have 
your ranch real estate, which had been unprofitable 
according to the record, in another group. You 
have another real estate group which had been 
earning at the rate of about roughly $50,000.00 a 
vear in the years immediately preceding this valua- 
tion date. Then you have those oil royalties which 
produced the bulk of the income. 

I reduced those to a per share basis. The net cur- 
rent assets were $55.00 per share, and I carried this 
over to a resultant value of $55.00. The stocks and 
bonds on a per share basis are equal to $109.00 per 
share. I applied a 30 per cent discount factor to 
that in arriving at a fair market value, and the re- 
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sultant figure is $76.00 a share. I [420] don’t know 
whether I should go into the discount factors. 

@. J wish you would. 

A. Well, I used the general $30.00 asset values 
of Lehman Corporation and National Bond and 
Share, which are both listed investment trusts on 
the New York Stock Exchange. Lehman Corpora- 
tion was $20.75, and the asset value was roughly 
$28.75, so there was a 20 per cent discount. National 
Bond and Share, which is listed on the New York 
Stock Exchange and has no senior security issue, 
it has only one class of stock, was around $15.00 
and the asset value was $21.25. The discount was 
29 per cent. On the Security Company the dis- 
count was about 38 per cent. Those are the only 
ones that I have made notes of here before me, but 
jn singling those owt, I considered a number of 
others. I considered those to be about as repre- 
sentative and conservative as you could find in the 
field, and concluded that applying a 30 per cent 
discount to the stocks and bonds of Dominguez 
Estate Company, which did not have the standing 
or would not have the standing of Lehman Corpora- 
tion or National Bond and Share, was reasonable. 

On the ranch real estate the per share value was 
$155.00. I applied a discount factor of 75 per cent 
mo that. 

Now, these discount factors I might clarify my- 
self on here to save confusion. They are not a 
factor that I am applying or questioning on the 
stipulated value. They are the factor that I am 
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applying to the value which I see represented [421] 
by those assets in the stock itself. I am talking 
now about the values as they are reflected in the 
stock liself. 

@. Yes. 

A. In arriving at the 75 per cent discount which 
night appear at first blush to be extreme, we have 
had—there are comparatively few securities of 
ranch real estate or general real estate companies 
that are dealt in freely in the market that are any 
sort of index. There are a couple out here in Cali- 
fornia. There is the Marblehead Land Company 
locally which is not ranch real estate. They have 
this real estate out in Santa Monica. They had and 
still have some bonds outstanding and at that time 
they were selling at around 20 cents on the dollar. 
I took those because we have had a number of 
transactions with the company and know the man- 
agement and had a good idea at that time as to how 
they considered the future would work out so far 
as those bonds were concerned. The Sutter Basin 
Company, I think the work-out has been better than 
they anticipated. The Sutter Basin Company 
owned some farm lands up here in Northern Cali- 
forma and they had some bonds outstanding which 
traded with the stock, and they were trading at 
around 35 cents on the dollar. Now, both the Sutter 
Basin Company and the Marblehead Land Com- 
pany were definitely liquidating propositions, lqui- 
dating real estate propositions. They were actively 
selling the real estate, and with the proceeds from 
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the sale of the real estate they would [422] go into 
the market and buy their own securities, and they 
had already bought very substantial amounts of 
their own securities, and to that extent the market 
value for their securities would be influenced to be 
high rather than to be low. 

There is a company locally that might be thrown 
in aS a comparison, and that is this Los Angeles 
Investment Company. They had some stock out 
at the time, and still do, in fact. That was selling 
at around T/.. The lquidating value of the Los 
Angeles Investment at that time in the opinion of 
the management was around 18 to 19 a share, so, 
that figured a value of 43 cents on that day. How- 
ever, in the sales of the other two there was a dis- 
tinct liquidating program which sets a favorable 
and high market for the stock. Without that buy- 
me interest mm! the market there is every regson to 
assume that all three of those securiteis would have 
been selling much lower. Well, that covers the 75 
per cent discount. You have your per share of 
$155.00 as reduced to $39.00 as represented in the 
stock. 

Other real estate of $1,631,000.00 is roughly 
$156.00 a shave. I applied a 50 per cent discount 
factor to that and arrived at a fair market value 
in the stock as represented by the stock of $78.00 
a share. 

Now, in appraising that, I took into consideration 
that that represented building properties which 
were producing [423] some earnings, roughly 
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$50,000.00 a vear. That $50,000.60 a year reduced 
to a figure en my valuation is about 6.4 per cent 
return on the investment which would indicate a 
comparatively high value in comparison with other 
prices that were in the market at that time. [424] 

You had the Taft Building 6 per cent bonds out- 
standing which were around 66 to 69, so that at 
the 6 per cent rate the return there would be around 
- 814 or better per cent. 

Russ Building 6’s, 1951, wonld be selling around 
90. That is in San Francisco and it is a first-class 
office building with a good record, and the returns 
there would be roughly 7 or 64% per cent, figuring 
the yield to maturity. 

Subway Terminal Building bonds, in Los Angeles, 
paving 4 per cent interest and just earning it, were 
selling around 39, 

Central Hollywood, or Equitable Building, bonds, 
which were paying interest at about 5 per cent and 
showing earnings about double that amount, were 
selling at about 75 to 80, with the stock. 

So, that covers the 50 per cent discount there. 

Now, on vour oil properties, from the figure of 
$475.00 a share I took a discount factor of 45 per 
cent, which produces a figure of $261.00. Now, 
the reason I took the discount factor of 45 per cent 
is mainly in comparison with the common stock 
of the Dominguez Oi] Field Company. The major 
assets of the Dominguez Oil Field Company were 
certain leases which were covered by some of the 
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rovalties. We were members of an underwriting 
group which, I think in November of 1938, had 
acquired and offered publicly a [425] substantial 
block of Dominguez Oi] Field Company stock in 
the market. We paid 3214 a share for it and offered 
it for 36. The price on June 5, 1941, was $30 a share. 
The stock had paid $3 in dividends. In fact, in 
1939 I think it paid a little extra, and in 19388 there 
was, I believe, a fairly substantial extra dividend 
paid. 

At the time we bought the stock we proceeded 
on the basis that we would have to get a report 
from a responsible geologist and oil engineer and 
we asked Mr. Payne if he would make an examina- 
tion of the properties and project figures as to what 
one could expect in the way of earnings. He did 
that and came up with a tabluation which is rather 
similay to the exhibit. Then he eliminated from 
that the projected expenses and projected taxes, 
discounted it at a 6 per cent present worth factor, 
and came up with assets there of $65.00 a share. 
We paid $32.50 for the stock, or 50 per cent for it. 
In 1941, with the stock at 30, after it had been out 
for two years, it was selling at a figure which was 
less than 50 per cent, and that is how I accomplished 
this 45 per cent discount factor. 


The Court: We will suspend for a brief recess. 
(Short recess. ) 


A. (Continued) I think we had—ecan I just 
pick it up? 
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By Mr. Mackay: 

@. Yes, please. 

A. I think we had come down to the 45 per cent 
discount factor on the oil properties, arriving at 
a resultant value of $261.00 a share. Adding all 
these figures together you get a figure of £509.00. 
Now, that, I believe, would have been the value of 
the stock had it been a stock which had a ready 
and active market in the common sense of the term, 
and general information on it would have been 
generally available, and all that sort of thing. With- 
out that, in other words, because of the absence of 
the market, because of the fact that it is a persona] 
holding company, because of the fact that we are 
talking about a minority interest, and that sort of 
thing, I am applying a 20 per cent discount to the 
total here, which amounts to $102.00, bringing the 
figure out at $407.00 a share. This price of $407.00 
is a capitalization of the 1940 earnings at 11.6 per 
eent. It is a capitalization of the 1939 earnings at 
13.9 per cent. It is a capitalization of the $72.00 
dividend, which was earned to the extent of $24.70, 
at 17.7 per cent. 


That, I think, covers it as far as the Dominguez 
Kstate is concerned. 

Q. So, then, vour opinion of the fair market 
value of the Dominguez Estate Company stock on 
that date was what? A. $407.00. 


Q. Did you determine an opinion of the fair 
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market [427] value of the Francis Land Company 
stock on that date? 

eee eS, Site ll have: 

Q. Will vou please tell how you arrived at that? 

A. From a practical standpoint the only asset 
of Francis Land is the 5,499 shares of Dominguez 
Estate. That is 1.0908 shares of Dominguez Land 
for each share of Francis Land, or 1.1 for practical 
purposes. This produces $447.70 a share on Francis 
Land. The true assets in this company are in 
Dominguez, not in Francis, and the Francis Land 
stock is one step removed through its ownership of 
Dominguez stock. Therefore, I do not believe you 
ean take the full figure of $447.70 per share of 
Francis Land, but that you must discount it, and 
J am discounting it by 5 per cent, which 1s possibly 
too low a discount, and that produces a figure of 
$425.50, which in my opinion is the fair market 
value on that date. 

Mr. Melville: What was that again? 

The Witness: $425.50. 


By Mr. Mackay: 


Q. And did you also arrive at the fair market 
value of the Carson Estate Company stock? 

A. Yes, sir. I have arrived at a value of $230.00 
a Share on Carson Estate Company stock. 

Q. Will you please tell the court how you arrived 
at that? [428] 

A. The Carson Estate Company is a sort of 
small Dominguez Estate, in a way. You have the 
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current assets, you have the ranch real estate, and 
vou have the other real estate, which in the case 
of Carson in non-preductive. You have a very small 
royalty interest, and then von have the Dominguez 
stock and Francis Land Company stock which is 
owned by Carson. Now, in order to simplify the 
procedure, I have reduced that straight back to 
Dominguez, and in this case that establishes that 
there are .4475 shares of Dominguez in each share 
of Carson. Now, following through the same line 
of reasoning that we have on the Dominguez Estate, 
taking your next parent assets, which amount to 
$22.00 a share, at $22.00; taking your ranch real 
estate, which is at $60.00, at a 75 per cent discount, 
which results in a figure of $15.00 a share; your 
other rea] estate, which amounts to $20.00 a share, 
and applying a 75 per cent discount—it is non- 
productive entirely—hbrings von to a figure of $5.00 
a share. The oil properties on the same present 
value basis as we apphed in Dominguez but with- 
out any tax deduection—and the reason that I did 
not take any tax deduction was that Carson was 


apparently in a position to minimize his tax expense 
—we bring a gross figure of $356,500.00, which is 
$48.00 per share. Discounting that by 45 per cent, 
we get a figure of $27.00 a share. Then we have 
the Dominguez stock, 4475 shares at the undis- 
counted figure of $509.00 a share— [429] we don’t 
want to pyramid discounts—we have a_ personal 
holding company and a no-market situation here 
and all that, less the 5 per cent because of the 
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removal from the original source, amounts to a 
figure of $217.00. otalling that at $286.00 and 
applying a 20 per cent discount accomplishes a 
figure of $230.00 per share. The 20 per cent dis- 
count is for the personal holding and the absence 
of a market, the small minority position, and factors 
of that sort. 

Myr. Mackay: You may take the witness. 

Mr. Melville: May I suggest, your Honor, that 
it is a quarter of 5:00? 


The Court: I think we will proceed. 
Cross Examination 
By My. Melville: 

Q. How much of a discount factor—going back 
now to Dominguez—how much of a discount factor 
did you apply to current assets? A. None. 

Q. Your discount factor with respect to stocks 
and bonds was 30 per cent, I believe? 


A. Correct. 


Q. I don’t understand fully just why you used 
30 per cent. You are in the brokerage business? 


A. No, I am in the investment business. We 
buy and [480] sell for our own account; we under- 
write rather than act as brokers. 


Q. Of all of the assets that are included within 
the frame work of Dominguez Estate Company, 
your business is most familiar with the stocks and 
bonds, more so than with real estate or 


A. That is correct. 
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Q. or oil royalties? 
A. That is correct. 
Q. So, tell us, if you will, just why you arrived 


at 30 per cent. 

A. Investment trusts which do not have a so- 
ealled syndicate market, which is an entirely sup- 
ported market, consistently have sold at discounts 
for the past 15 years from the asset value of the 
securities themselves. By ‘‘asset value’? I mean the 
aggregate market value divided by the number of 
shares. 

In the case of the two most representative, which 
are listed and traded on the New York stock ex- 
change and can be assumed to have probably the 
broadest market, and which do not have a leverage 
factor in that they do not have senior securities 
out, in other words, they are comparable to Domin- 
cues which does not have senior securities out— 
the one that was available on June 5th at a price 
equal to a discount of 27 per cent from the asset 

value, the National [481] Bond & Share, was at a 
discount of 29 per cent. 

Now, I cannot visualize a willing buyer that is 
informed of all the facts who will pay a price for 
what is represented by the investment account of 
the Dominguez Estate Company that is more than 
he would pay for the equivalent in Lehman Cor- 
poration or National Bond & Share, and for that 
xveason -[ have apphed the 30 per cent discount 
to it. 

Q. That is Lehman Brothers? 
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A. And National Bond & Share. National Bond 
& Share is a trust that has been more or less spon- 
sored by Domenick & Domenick. 

Q. And both these securities outstandime, I mean, 
stocks of their companies are publicly owned? 

A. Yes, and traded on the New York Stock 
Exchange. 

Q. Now, supposing that the stocks and bonds in 
the Dominguez Estate Company consisted entrrely 
of stocks of Lehman Brothers and National Bond 
& Share, would vou still discount them 30 per cent? 

pee Yes. sit) Eevonld. 

Q. Why? You have already taken a 27 and a 
29 per cent discount from the 

A. You have no assurance that thev are going 
to be retamed im Lehman Brothers or Nationa! 
Bond & Share. The management might see fit. to 
seH, and that is all you can realize for them’ and 
that is the figure that you take into account’ in 
the asset value of an investment trust. [432] 

@. You say the figure vou can realize? 

A. The asset value, the figure that we are talk- 
ing about, is the aggregate market value repre- 
sented by the investment of these trusts divided by 
the number of shares. Now, whether that be gov- 
ernment bonds, whether that be other investment 
trusts, whatever that be, there is no assurance that 
it is going to continue in that position. This is all 


hypothetical, anvhow, that is, your question is. T 
believe that the same factors should be evapied 
under the circumstances. 
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Q. All right. Then the stock of Dominguez is 
owned by Francis, and why would not another 30 
per cent apply? 

A. Francis, apparently—I don’t know, frankly, 
the reason that Francis Land Company—lI believe 
that I have been very lberal in applying a 5 per 
cent discount factor. 

Q. But that does not answer the question. Going 
back now, if Dominguez Estate Company owned—- 
going all the way back, Lehman Brothers owned 
certain securities ? A. Yes. 

Q. The sales price or fair market price of 
Lehman Brothers stock about our basic date re- 
flected a discount of 27 per cent over the fair 
market value of the stocks which it held, is that 
correct ? A. That 1s correct. 

Q. And the same thing is true now with National 
Bond & Share except the discount was 29 per cent? 

A. That is correct. 

Q. Now, you say that if the Dominguez Estate 
Company had $1,141,269.74 invested in the stocks, 
exclusively the stocks of Lehman Brothers and Na- 
tional Bond & Share, you would still take a further 
discount factor of 30 per cent? 

A. That is correct. 

Q. Now, one step further. 

Francis Land has all of its money, that is, its 
stocks and bonds, in the stock of Dominguez Estate 
Company ? A. That is correct. 

Q. Just why wouldn’t you take another 30 per 
cent ? 
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A. Dominguez Estate Company does not have a 
ready and active market. You cannot establish the 
asset value in the sense of the term that we are 
applying it in this case. I am going back to the 
original asset in this case. Now, you have one 
example that is somewhat comparable, and that is 
where you have a holding company or an invest- 
ment trust, or call it what you will, which holds, 
from a practical standpoint, only one stock or secur- 
ity, and that is this Christiana Corporation, which 
owns a substantial amount of DuPont, and a 
nominal amount of General Motors. That stock on 
June 5th had an asset value of about $2,500.00 a 
share—excuse me—$2,900.00 a share. The market 
value on it at that date was around €2,400.00. So, 
vou have a discount there and you have the simi- 
larity of the one asset. [484] 

@. Did you consider that at that time with 
respect to Christiana when you 


ieee NCGS: 
Q. Did you study Christiana Securities care- 
fully ? A. Yes. 


Q. Do you know when those securities were pur- 
chased by Christiana? 

A. Many, many years ago, I think. 

Q. If Christiana sold its assets and liquidated 
as of June 5, 1941, it would have had tremendous 
capital gain taxes to pay, wouldn’t it? 

A. I frankly don’t know. It is an assumption 
that they will not liquidate and sell and that you 
are going to have a continuing interest in the 
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General Motors and in DuPont which prompts the 
buyer to purchase the stock. 

Q. Do vou know the cost of a share of Christiana 
when it was originally issued? 

AS Ne I donate 

Q. You did not go back of the 1940 or 1941 
period ? 

A. No. On Christiana? No, I have not. 

@. You did not make a very careful study of it, 
then, did you? 

A. Well, I made a study to this extent, that we 
know the make-up, I mean, we know the make-up 
of the assets of Christiana, the fact that they serve 
as a market for DuPont, and the preferred stock 
that is outstanding 


om?) 


and we arrive at this caleula- 
tion. Now, there is no proper reason to assume that 
liquidation and the assumption of tax liabilities are 
in prospect. It is simply a medium for buying 
DuPont a little bit cheaper to the investor, and the 
only reason he would buy it is because he can buy 
his DuPont a httle cheaper that way. 

Q. Is it not a fact that Christiana Securities 
were selling in 1941 at our basic date at more than 
the liquidated asset value, the fair market value of 
the assets less taxes ? 

A. Now you are not talking about the aggregate 
sale price. You are talking about the deduction of 
taxes, and so forth. 

Q. Let us assume the Christiana Securities liqui- 
dated in 1941. 
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A. I don’t know what the tax liability would 
have been. 

@. You cannot answer the question, then? 

A. Correct. 

Q. You spoke in direct examination about the 
absence of a market for Dominguez Estate Com- 


pany stock? EC Oncect, 
Q. And vou took a discount factor for that, I 
believe ? A. Correct. 


Q. Would it surprise you to know that there 
was a ready market for Dominguez Estate Com- 
pany stock? [436] 

A. It would surprise me, yes. 

@. And would you change your testimony if 
that is established as a fact in this case? 

A. In other words—may I rephrase your ques- 
tion to see if I wnderstand it clearly? 

Q. Yes. 

A. In other words, let me assume that if I have 
some Dominguez Estate Company stock I can be 
assured of selling it at a certain figure, or I can 
just be assured of selling it? 

Q. Selling it at a fair figure. 

A. Under duress? 

Q. No. 

A. Or pressure? No, because I believe the figure 
would be approximately the figure that is arrived 
at here, within reach of that. 

Q. Do you know of any sales of the stock of the 
Dominguez Estate Company at any time? 

A. No, sir, I do not. 


395 Victoria L. Cotton vs. 


(Testimony of Adolph K. Eitner.) 

Q. If there was a sale of the stock of the Domin- 
euez Estate Company in—well, let us say, June, 
1941—— A. June oth. 

Q. June 5th, 1941, at $1,000.00 a share be- 
tween a willing buyer and a willing seller, would 


that be in your opinion the fair market value of 
that stock? [437] 

A. I would want to be familiar with the cir- 
cumstances of sale. I wonld like to know who the 
buyer was and who the seller was. 

Q. The buyers is a willing buyer, well informed, 
and the seller is a willing seller, well informed, 
neither being under any compulsion or duress to 
buy or sell; would that in your opinion establish 

A. How many shares? 

@. Let us say 100 shares. Let me ask you this, 
isn’t 100 shares the usual unit in buying and selling 
stocks and bonds? A. No, not necessarily. 

Q. Well, if you buy less than 100 shares you pay 
a premium, don’t you? 

A. Not necessarily. There are lots of 10-share 
markets and 5-share markets. 

Q. All right, we will talk about 100 or 200 
shares. 

A. I don’t believe that a single transaction—I 
think it would influence my ideas some, but I do 
not believe, however, that a single transaction on 
a single date between a willing buyer and a willing 
sellest establishes a fair market price. If there 
were a series of transactions, then you are talking 
about something. 


